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(Ea Rasminsky, 
Governor of the Bank of 
Canada from 1961 to 1973, 
died in September 1998 at 
the age of 90. 





During his remarkable career in public life, Louis Rasminsky was 
at the centre of some of the most significant international econom- 
ic events of this century. 


Born in Montreal, he was raised in Toronto and educated at the 
University of Toronto and the London School of Economics. In 
1930, he joined the League of Nations as a specialist in monetary 
and banking matters. 


In 1940, he came to the Bank where he organized the research 
and statistical section of Canada’s Foreign Exchange Control 
Board. He was executive assistant to the Governors of the Bank 
from 1943 to 1954 and was appointed Deputy Governor in 1955 
and Governor in 1961. 


He was instrumental in defining the framework through which the 
Bank and the government should resolve any differences over the 
conduct of monetary policy, an issue that had played a part in the 
resignation of his predecessor, James Coyne. 


Louis Rasminsky’s influence extended far beyond the Bank. He 
was a highly respected international spokesman for Canada on 
economic matters. He played a key role at the 1944 Bretton 
Woods Conference as chairman of the committee that drafted the 
articles setting up the International Monetary Fund. John Maynard 
Keynes credited him with helping to shape the consensus that 
gave birth to the new post-war system for international finance and 
trade. 


In addition to his work at the Bank, Louis Rasminsky served as 
Canada’s executive director at the IMF for 16 years starting in 
1946 and as executive director at the International Bank for 
Reconstruction and Development from 1950 to 1962. 


He was made a Companion of the Order of Canada in 1968. 


Those who knew him and worked with him remember Lou 
Rasminsky as a man of brilliant intellect, warm charm, and 
commanding eloquence. 
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Dear Mr. Martin, 





























In accordance with the provisions of the Bank 


of Canada Act, I am submitting the Bank of Canada’s Annual 





Report for the year 1998 and the Bank’s audited financial state- 


ments as at 31 December 1998. 





Yours sincerely, 






































HIGHLIGHTS 


Ly959<8 


Inflation remained low for the seventh consecutive 
year, and the inflation target range of 1 to 3 per 
cent was extended to 2001. 


In a year marked by turbulence in global financial 
markets, Bank staff were involved in international 
efforts to find ways to strengthen the world 
financial system. 


The corrections required to ensure that all the 
Bank’s critical computer systems will be ready for 
the year 2000 were completed by the end of 1998. 
Testing with other institutions in the financial 
sector will take place during the first half of 1999. 


Two major clearing and settlement systems that 
handle large-value transactions have been placed 
under the formal oversight of the Bank, 
contributing to the soundness of the financial 
system. 


The Bank completed the implementation of a more 
efficient and less costly system for the distribution 
of bank notes. 


The Bank’s Web site now gives the public direct 
access to information about unclaimed bank 
balances. 
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One of six cast bronze 
‘panels embellishing the 
‘main door of the Bank’s 
Ottawa headquarters. 
Each panel portrays an 
ancient Greek coin. 
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Our Commitment 
to Canadians 


To contribute to the economic 
well-being of Canadians by 





- conducting monetary policy in a 
way that fosters confidence in the 
value of money 


- promoting the safety and soundness 
of Canada’s financial system 





- supplying bank notes that are readily 
accepted without concerns about 
counterfeiting 


To provide efficient and effective 
central banking and debt-management 
services 








To communicate our objectives openly 
and effectively and to be accountable 
for our actions 





BAU rire kata 


Statement 
from the Governor 


Gordon Thiessen 


This past year has been difficult and 
worrisome for many Canadians. The 
crisis that began in Southeast Asia in 

: 1997 turned out to be more persistent and serious than expected. During 1998, 
it spread to other countries, resulting in nervous and volatile financial markets 
throughout the world. This led to large outflows of funds from some develop- 
ing countries. Overall, the expansion of the world economy slowed during 
1998 and is expected to slow slightly more in 1999. 














All too often during the year, however, assessments of the international situa- 
tion and its implications for Canada were too pessimistic. Given the serious- 
ness of the difficulties, we have coped with them better on this occasion than 
| in the past. I believe that is because our economy is operating from a firmer 

| base than it has for many years. Canadian businesses have invested in new 

| technologies, governments are no longer absorbing savings to finance deficits, 
and inflation—with the benefit of the Bank of Canada’s policy of inflation 
control—has been low and stable. 


Nevertheless, the decline in the external value of the Canadian dollar through 
much of 1998 was a source of dismay for many Canadians. So it is important 
for the Bank of Canada to explain what happened and why. 


In Canada, unlike other major industrial countries, we tend to make extensive 
comparisons of our prices, asset values, and incomes with those of another 
country—the United States. Thus, when the U.S. dollar was strong against vir- 
tually all world currencies during much of 1997 and 1998, many Canadians 
interpreted the Canadian dollar’s decline in relation to the U.S. dollar as a 
reduction in their economic well-being. In reality, this general strength of the 
U.S. dollar had little to do with Canada but reflected the good performance of 
the U.S. economy and the attractiveness of U.S. investments in times of 
international crisis. 


Other sources of downward pressure on the Canadian dollar were more spe- 
cific to Canada, however. The international financial crisis had its most imme- 
diate impact on Canada through a sharp decline in the prices of the primary 
commodities that we export. While commodities make up a declining share of 
exports, they still represent over 10 per cent of the total production of our 
economy. So as commodity prices tumbled more than 15 per cent during the 
year, the economy was hit hard, especially in British Columbia. Not surpris- 
ingly, the Canadian dollar moved downwards in response. 






































This part of the depreciation in the value of our currency, related to the fall in 
the international prices we receive for our commodity exports, did reflect a 
decline in the economic prosperity of Canadians. But 
the cause was weak commodity prices rather than the 


currency itself. 
The international a 


For the most part, the decline in our currency through to 


community is taking the end of July was orderly. In August, however, the crisis 


steps to ensure that spread to Russia, and investors around the world became 

: : : concerned about how much further it would spread. 
financial markets will Financial markets became disorderly, and in Canada 
have access to better there were signs of a potential loss of confidence in Cana- 


dian dollar investments. The Bank of Canada acted 
information, that financial quickly to head off such a possibility with a sharp 


instituti j in the Bank Rate. 
institutions will be better increase in the Dank kate 


Since then, official interest rates around the world have 
been coming down. And many of the fears among inter- 
future crises will be national investors have diminished. As a result, most of 
: : the dire predictions made during the early autumn of a 
managed more effectively “credit crunch,” world recession, and deflation have 

to limit their spread. moderated or been withdrawn. In Canada, the Bank Rate 
has come down, reversing three-quarters of its August 
increase. 


regulated, and that any 





Nonetheless, many developing countries were badly hit 
by the crisis. In addition, Japan, the world’s second larg- 
est economy, is in recession and global economic activity is expanding more 
slowly. As a result, many Canadians are asking what is being done to prevent 
a further spread or a recurrence of the events of the summer and autumn. 


Bank representatives at a meeting of 
G-10 Governors in Basle: 

L-R: Hans Tietmeyer, Deutsche 
Bundesbank; Don Stephenson and 
Bernard Bonin, Bank of Canada; and 
Jean-Claude Trichet, Banque de 
France 


























There is no single, simple solution that would prevent such crises. But in the 
international community, a number of initiatives have been taken, and a series 
of changes are beginning to be implemented. None of them is dramatic, and 
much remains to be done. Nonetheless, the international community is taking 
steps to ensure that financial markets will have access to better information, 


that financial institutions will be better regulated, and 
that any future crises will be managed more effectively 
to limit their spread. I believe these changes, which are 
discussed in more detail in this report, will help reduce 
future risks. 


In the midst of all these international concerns, an 
important event for the Bank passed almost unnoticed. 
Early in 1998, the joint agreement between the federal 
government and the Bank on the objective of monetary 
policy was reaffirmed and extended. The target for mon- 
etary policy will continue to be to hold inflation inside a 
range of 1 to 3 per cent. This target was extended to 
2001, when it will be reassessed with the objective of 
defining long-term price stability. It is important to 
underline that setting a target for inflation control does 
not mean that monetary policy ignores broader eco- 
nomic objectives. Low and stable inflation is the best 
contribution the Bank can make to encouraging a more 
efficient and productive Canadian economy as well as 
one that is more stable, avoiding large fluctuations in 
incomes and employment. This is the third agreement 
between the Bank and the government since formal tar- 
gets were introduced eight years ago. I believe this 
reflects a growing consensus on the appropriate role of 
monetary policy. 


Later in this report, we discuss the Bank’s continued 
success in holding the trend of inflation inside our target 
range through 1998. As I noted earlier, low inflation was 


Setting a target for 
inflation control does not 
mean that monetary 
policy ignores broader 

economic objectives. 
Low and stable inflation 
is the best contribution 


the Bank can make to. 


encouraging a more 
efficient and productive 
Canadian economy as 


well as one that is more 


stable, avoiding Tae [= 
fluctuations in incomes 
and employment. 





one of the factors that helped the Canadian economy cope with the adverse 
international environment of the past year. While the growth of economic 
activity slowed markedly from the strong pace of 1997, the net increase in the 
number of jobs during 1998 was a remarkable 450,000, a substantially larger 


gain than in 1997. 


We also discuss the year-2000 challenge and explain the actions we have taken 
to prevent potential disruptions to the Bank’s operations. These actions 
should reassure the financial institutions that deal with the Bank, as well as 
the public, that the Bank’s ability to meet its responsibilities will not be 


impaired. 





More generally, Iam encouraged by the actions that have been taken to date 
by the financial sector in Canada to deal with the year-2000 challenge. Serious 
disruptions are unlikely. Nevertheless, it is widely recognized that more work 
is required, and financial institutions are developing contingency plans so that 
they can respond quickly to unforeseen problems. 


Another issue discussed in the report is the counterfeiting of Canadian cur- 
rency. While the incidence of counterfeiting has increased, it has not reached 
levels where it is a serious concern. Nonetheless, with an 
eye to the future, the Bank has decided to prepare a new 
series of bank notes that will incorporate some of the 
live a latiElilelay ie toaela lie) i anti-counterfeiting devices developed in recent years. 
Work is underway on a new note design, and we hope to 
the factors that helped present Canadians with the first of a series of more mod- 
the Canadian economy ern, technologically advanced bank notes within the next 
two to three years. 


cope with the adverse 
At the same time, we are increasing our efforts to educate 


international environment people who handle currency, and we are co-operating 
with the RCMP and other police forces to identify false 
notes and stop counterfeiters as early as possible. 


of the past year. 





In the Financial Summary, you will find an accounting of 
the review and restructuring of operations that the Bank 
has carried out over the last four years. This review resulted in more emphasis 
on core central banking functions and improvements in the way we perform 
them. A sharper focus on strategy, planning, and delegation has improved our 
ability to anticipate and respond to events. The review has also substantially 
reduced Bank expenses. The success of this undertaking reflects the quality 
and the energy of the Bank’s staff, and I want to thank them for their excep- 
tional performance. 


Finally, I would like to draw your attention to the tribute at the beginning of 
the report to the distinguished career of Louis Rasminsky, Governor of the 
Bank from 1961 to 1973. He died in September 1998. I would like to record here 
the debt that those of us who have succeeded him owe to Lou Rasminsky for 
the high standards he set in the conduct of monetary policy and the manage- 
ment of the Bank of Canada, as well as for his role in setting out clearly the 
relationship between the Bank and the government that has been incorpo- 
rated in the Bank of Canada Act. 
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What the Bank Does 


The Bank of Canada’s primary responsibilities, 
as set out in the Bank of Canada Act, can be 
grouped into four broad areas. 


Monetary policy 


The Bank’s most important responsibility is 
monetary policy. The goal of monetary policy is 
to preserve the value of money. In doing so, 
monetary policy contributes to rising living 
standards for Canadians through low and stable 
inflation. 


Currency 


The Bank is responsible for issuing Canada’s 
bank notes—perhaps its best-known product. 
This involves designing (with particular empha- 
sis on anti-counterfeiting features) as well as 
printing and distributing bank notes and 
replacing worn notes. 


Central banking services 


The Bank provides services to financial institu- 
tions, to the federal government, and to the pub- 
lic. To promote a safe, sound financial system, the 
Bank regulates and supports the major clearing 
and settlement systems through which financial 
institutions execute securities transactions and 
transfer funds. As the federal government's bank- 
er, the Bank provides advice on debt manage- 
ment, handles new borrowings, maintains 


PHOTO: JAMES ZAGON 





10 


international Activities 


Bank staff 


e work with government departments 
on international economic and finan- 
cial issues 

¢ participate in meetings of major inter- 
national organizations 

¢ take part in technical assistance pro- 
grams to developing countries 


bondholder records, and makes payments for 
interest and debt redemption. It also manages 
Canada’s foreign exchange reserves. As a service 
to the public, the Bank holds unclaimed bank bal- 
ances and helps people reclaim money left in un- 
used accounts. 


Retail debt services 


Millions of Canadians hold Canada Savings 
Bonds and other debt instruments issued by the 
federal government. While management of this 
debt is now under the direction of Canada In- 
vestment and Savings, the Bank is responsible 
for maintaining debt registers and for servicing 
the accounts of debtholders through extensive 
computer systems and call centres. 


Professor David Laidler, visiting 
Special Adviser, in a presentation to 
Bank employees. The position of 
Special Adviser was created in 1998 
to widen the range of views on 
monetary policy within the Bank. 
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How the Bank Works 


The Bank’s responsibilities are carried out by a 
highly professional staff of 1,300 regular em- 
ployees and close to 400 temporary and contract 
personnel, working in 11 departments. 


The Governing Council 


Made up of the Governor, the Senior Deputy 
Governor, and four Deputy Governors, the 
Governing Council takes collective responsibil- 
ity for the Bank’s affairs. This includes dealing 
with broad organizational and strategic issues as 
well as formulating and implementing monetary 


policy. 


The Management Forum 


This forum consists of the Governing Council, 
advisers, and department chiefs. It meets regu- 
larly to exchange information on management 


PHOTO: ANDREW BALFOUR 





issues, to review policy proposals, and to plan 
for the medium term by setting Bank priorities. 


Delegation and accountability 


The working environment at the Bank has be- 
come increasingly decentralized through more 
delegation of responsibility—following a review 
of operations that clarified the Bank’s core func- 
tions and objectives. Department chiefs are re- 
sponsible for operations and services in their 
own areas and are accountable to one of the 
Bank’s four Deputy Governors or to the Senior 
Deputy Governor. Agreements established each 
year between department chiefs and Deputy 
Governors define the results that are expected 
and the resources that are needed to achieve 


them. 


The Governing Council: 

L-R, seated: Tim Noél, Sheryl 
Kenneay, Charles Freedman; 
standing: Bernard Bonin, 

Paul Jenkins, Gordon Thiessen 


Ofe) sole) e-1(- Mele V(-1aat-lalers) 





Under the Bank of Canada Act, the Gover- 
nor is responsible for monetary policy and 
for directing other Bank business. The Board 
of Directors is responsible for general over- 
sight of the Bank. It also has duties related to 
financial and human resources management 
and general administration. For example, 
the Board participates in the strategic plan- 
ning process, reviews major administrative 
policies, and approves the Bank’s budget 
and accounting practices. 

The Board’s most important contribu- 
tion to the operation of the Bank is its selec- 
tion of the Bank’s management team. The 
Board appoints the Governor and Senior 
Deputy Governor, subject to approval by the 
government. It also appoints the Deputy 
Governors and, through the Executive Com- 
mittee, the advisers and department chiefs. 
During 1998, the Board began the process of 
selecting a Senior Deputy Governor to 
replace Bernard Bonin, who will retire in 
1999. 

In 1998, the Board focused on succes- 
sion planning at the Bank. Board members 
helped shape plans for future management 
with special attention to employment equity, 
bilingualism, and skills in key areas such as 
communications. The Board also approved 
the creation of a rotating one-year post of 
visiting Special Adviser to increase the range 
of views available to management and to the 
Board, and to provide first-hand knowledge 
of the Bank to outside experts. The year-2000 
challenge is a priority, and during the year 
the Board appointed a group of directors to 


£2 


review the Bank’s preparations. The Board 
helped establish the Bank’s medium-term 
objectives and reviewed how well past 
objectives were achieved. Although not 
directly responsible for monetary policy, the 
Board reviewed the standards of informa- 
tion, research, and analysis that go into 
monetary policy decisions and met with rep- 
resentatives of the International Monetary 
Fund to obtain an international comparison. 

Always concerned with good corporate 
governance, the Board has incorporated at 
the Bank the best practices and principles 
from the public and private sectors. At the 
heart of the process is the Corporate Govern- 
ance Committee created in 1996. The com- 
mittee is composed of the four external 
directors who sit on the Executive Commit- 
tee and is chaired by the lead director. The 
committee meets several times a year to 
review practices such as the frequency and 
timing of Board meetings, the annual cycle 
of agenda items, and the type and quality of 
information presented to the Board. In addi- 
tion, at each Board meeting, the lead director 
chairs sessions in which only external direc- 
tors participate. Through this process, the 
Board works independently to fulfill its 
oversight responsibility. 

To ensure that its practices are effective, 
the Board reviews its work each year. In the 
1998 review, the Board concluded that the 
right structures are in place and that it is 
receiving the information it needs to exercise 
its stewardship of the Bank’s affairs. 
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udith Maxwell, CM * 

Ottawa, 

4 Ontario 
Lead Director 


Chairperson 
of the 
Corporate 
Governance 
Committee 


Winston Baker 
St. John’s, 
Newfoundland 


Chairperson 

j of the 
Planning and 
Budget 

Committee 


|. Bernard Boudreau 
Halifax, 
Nova Scotia 





Iter Dubowec, FCA * 
| Winnipeg, 
Manitoba 


Chairperson 
i: of the 

Audit 
Committee 





hond Garneau, OC * 
Westmount, 
Quebec 





Chairperson 

of the 
_ Human Resources 
_and Compensation 
Committee 














Ontario 





Chairperson 
of the 
Premises 
Committee 





The Board of Directors 


The Board of Directors is composed of 12 
directors from outside the Bank plus the 
Governor and the Senior Deputy Governor. 
The Deputy Minister of Finance sits on the 
Board as a non-voting member. Directors 
are appointed for three-year terms by the 
Minister of Finance (subject to approval by 
Governor-in-Council) and may be reap- 
pointed at the end of their terms. The direc- 
tors come from across Canada, thereby 
providing an important link between the 
Bank and all regions of the country. 

The Board meets at least seven times a 
year and also works through a series of 
standing committees. The Executive Com- 
mittee, which is composed of four external 
directors, the Governor, the Senior Deputy 
Governor, and the Deputy Minister of 
Finance, may deal with any matter within 
the mandate of the Board and meets when it 
is impractical to assemble the full Board. 
The Planning and Budget Committee and 
the Human Resources and Compensation 
Committee play important roles in approv- 
ing key financial and staffing plans. The 
Human Resources Committee also assesses 
the performance of the Governor and Senior 
Deputy Governor. The other committees 
are the Premises Committee, the Audit 
Committee, and the Corporate Governance 
Committee. 


* 


Member of the Executive and Corporate Governance Committees 
Member of the Executive Committee 
+ Mr. Palmer resigned in September 1998. 


** 


Note: 
Mr. Harold MacKay, QC, Regina, Saskatchewan, was appointed to 
the Board in January 1999. 
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Barbara Hislop 
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British Columbia 


Aldéa Landry, QC 
Moncton, 
New Brunswick 


Ps Paul Massicotte 
St-Laurent, 
Quebec 


James S. Palmer, QC* 
Calgary, 
Alberta 


Barbara Stevenson, QC * 
Charlottetown, 
Prince Edward Island 


C. Scott Clark ** 
Deputy Minister 
of Finance 
(Ex officio) 
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MEETING THE YEAR-2000 
HALLENGE 








The Challenge 


The potential for disruptions to computer sys- 
tems when the year 2000 arrives has been 
recognized as a problem that must be addressed 
to prevent or limit possible interruptions to serv- 
ices that could have more wide- 
spread economic implications. The 
Bank has been working for several 
years to prepare its own systems and 
is co-operating with government and 
the private sector to minimize any 
effects on the Canadian financial 
system. 


own systems and is 


Inside the Bank 


Among the Bank’s most important 
operations are supplying currency, 
settling financial transactions, and 
acting as fiscal agent for the govern- 
ment. Included in the latter are pay- 
ing interest on government debt and 
providing banking services to the 
government. 

During 1997, the Bank prepared 
an inventory of the systems support- 
ing these operations and identified elements that 
were not ready for the year 2000. This identifica- 
tion process revealed that the Bank was ina 
favourable position, in large part because so 
many systems had been upgraded and replaced 
in recent years. A schedule was then developed 
to ensure that the Bank’s critical systems would 
be thoroughly tested and ready for the year 2000. 
By the end of December 1998, all of the Bank’s 
main systems requiring attention had been cor- 
rected. A very small number of new systems that 
are still being developed will be year-2000 ready 
when they are completed this summer. To re- 
duce the number of changes to systems that 
already meet year-2000 standards, a controlled 
freeze on further developments in automated 
systems has been put in place. 


co-operating with gov- 


The Bank has been 


years to prepare its 


ernment and the private 
sector to minimize any 
effects on the Canadian 


financial system. 
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Coordination with government and 
the private sector 


Much of what the Bank does involves external 
partners in government and in the private sector, 
and the Bank is co-operating closely with them 
as the year 2000 approaches. Joint 
testing of automated systems has al- 
ready begun and will be completed 
through the spring and summer of 
1999: 


working for several 


The financial system 


The Department of Finance meets 
regularly with representatives of the 
Bank, the Office of the Superintend- 
ent of Financial Institutions, and the 
Canada Deposit Insurance Corpora- 
tion to share information on the prep- 
arations of participants in the 
financial sector. The Bank pays par- 
ticular attention to major clearing 
and settlement systems such as the 
Large Value Transfer System and the 
Debt Clearing Service. The operators 
of these systems have reported excel- 
lent progress in preparing for the year 2000. The 
Office of the Superintendent of Financial Institu- 
tions supervises over 400 institutions (banks and 
federally incorporated trust and loan companies 
and insurance companies) and has established 
target dates for their preparations. The vast 
majority of these institutions have met their 
December 1998 targets. 


Bank notes 


The Bank is working with financial institutions 
to prepare for possible increases in the demand 
for bank notes towards the end of 1999. The Bank 
routinely maintains a large reserve of notes to 
meet public demand in peak periods and in 
extraordinary circumstances such as the 1998 
ice storm in eastern Canada. While the Bank 

















does not expect demand to increase dramatical- 
ly, it is important that Canadians be confident 
that bank notes will be available to meet their 
needs in advance of the year-2000 date change. 
Consequently, in 1999, inventories of bank notes 
will be increased significantly. Additional notes 
will be printed, and old notes that would other- 
wise have been destroyed are being stockpiled. 


Canada Savings Bonds and marketable debt 


The Bank maintains the register of Canada Sav- 
ings Bonds and other retail government debt and 
pays interest based on the register. The main sys- 
tems supporting the register have been com- 
pletely redeveloped and are year-2000 ready. 
The Bank is confident that the register will 
continue to operate without problems after 

1 January 2000. Internal testing has also been 
successfully completed on the systems that issue 
treasury bills and marketable bonds for the fed- 
eral government and pay interest on the out- 
standing amounts. Testing of these systems with 
other institutions will take place mainly in the 
first half of 1999. 


Contingency planning 


The Bank is confident that its ability to meet its 
responsibilities will not be impaired by disrup- 
tions related to the year-2000 issue. Neverthe- 
less, it is developing contingency plans to 
address any problems that might arise in its crit- 
ical systems. In addition, the Bank, the govern- 


_ ment, and the private sector are establishing 


contingency plans to deal with the consequences 
for payment flows in the unlikely event that they 
are interrupted. 
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The smooth functioning of the Bank’s oper- 
ations and those of the financial sector depend 
on various infrastructure services such as elec- 
tricity and telecommunications. Canada started 
early to prepare these essential services for the 
year 2000, and progress to date indicates that, 
should there be any disruptions, they would 
have only a limited and localized impact on the 
financial sector. 


Expenses 


The extra cost to the Bank over the 1997-99 period 
of the resources needed to meet the year-2000 
challenge is estimated to be about $14 million. 
The bulk of these costs are for external specialists 
in information technology. In addition, the 
equivalent of about 55 person-years of Bank staff 
time will have been devoted to year-2000 prepa- 
rations. Close to half of the allocated funds had 
been spent by the end of 1998, most of it to make 
the mission-critical systems year-2000 ready. The 
remaining funds will be spent on completing the 
testing of these systems with external parties, 
completing the development of contingency 
plans, and bringing non-mission-critical systems 
to a year-2000-ready status. This work is sched- 
uled to be completed by the third quarter of 1999. 
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Monetary Policy 


The goal of Canadian monetary policy is to con- 
tribute to rising living standards for all Canadi- 
ans through low and stable inflation. 
Specifically, the Bank aims to keep the rate of 
inflation, as measured by the annual 
rate of increase in the consumer price 
index, inside a target range estab- 
lished jointly with the government. 
Since 1995, the target range has been 
1 to 3 per cent. 

The Bank implements monetary 
policy through its influence on short- 
term interest rates and thereby on 
monetary conditions. The concept of 
monetary conditions incorporates 
the effects on the economy of both 
short-term interest rates and the ex- 
change rate for the Canadian dollar. 
Changes in monetary conditions 
affect inflation only indirectly and 
are usually felt over a period of 
18 months to two years. 


Extending the inflation targets 


In early 1998, the government and the Bank 
agreed to maintain the current target range for 
inflation to the end of 2001. Both judged that it 
would be useful to have a longer period in which 


Consumer Price Index 





12-month percentage change 
68 


Total CPI 








CPI excluding food, 
energy, and the effect 
of indirect taxes 





One of the most 
important results of the 


targets has been an 


discipline of the policy- 
making process. 

Gordon Thiessen 

The Canadian Experience with 


Targets for Inflation Control 
The 1998 Gibson Lecture 


Target range 





the economy could demonstrate its ability to per- 
form well under conditions of low inflation be- 
fore determining the appropriate long-run target 
that would be consistent with price stability. The 
Bank reiterated that, because of the lags in the ef- 
fect of monetary policy on inflation, it will con- 
tinue to focus on bringing the trend 
rate of inflation (gauged by a meas- 
ure of core consumer prices, which 
excludes volatile food and energy 
prices and the effect of indirect tax 
changes) towards the centre of the 
range over a period of about two 
years. 


increase in the internal 


Meeting the target 


The Bank’s core measure of inflation 
fluctuated around the lower end of 
the target range throughout 1998, 
ending the year at 1.4 per cent. It was 
held down because adverse global 
economic developments led to a 
more pronounced slowing in the 
pace of domestic economic expan- 
sion than had been anticipated and to 
downward pressures on import prices. The fall 
in the external value of the Canadian dollar pro- 
vided an offsetting influence by raising prices in 
certain sectors. The overall consumer price index 
rose more slowly—only 1 per cent—because of 
declines in oil prices. 
| Over the past year, global devel- 
_ opments resulted in an exceptionally 
high degree of economic and financial 
_ uncertainty. The most significant conse- 
_ quences of these developments for the 
_ Canadian economy have been reduced 
world prices of primary commodities 
_and the unsettling effect of financial 
market instability on business and 
consumer confidence. 
Because Canada has a floating ex- 
_ change rate, much of the adjustment has 
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taken place through a decline in the ex- 
ternal value of the Canadian dollar, 


rather than through deflationary 
1998 





pressure on output, employment, and wages. 
While that adjustment was taking place, the 
Bank had to guard against any potential loss of 
confidence in Canadian dollar investments. That 
task became more exacting in late summer, when 
global financial markets became increasingly 
edgy following the Russian debt moratorium. In 
this unsettled environment, the inflation-control 


the Bank devotes considerable time and energy 
to understanding and anticipating events in 
other countries. This involves close contacts with 
international economic and financial organiza- 
tions, where information is shared and views are 
debated. 

Also in 1998, the Bank of Canada hosted the 
fifth annual meeting of central bank governors of 


targets provided an essential medium- 
term focus for the conduct of mone- 
tary policy. 

Longer-term expectations of 
inflation, as reported by surveys of 
business forecasters, remained 
slightly below the midpoint of the 
target range. The yield spread be- 
tween conventional and inflation- 
indexed government bonds nar- 
rowed further, indicating that inves- 


_ tors are increasingly confident that 
































inflation will remain low over the 
long run. 


Promoting understanding of 
monetary policy 


In the face of substantial economic 


The inflation-targeting 
approach used by the 
Bank of Canada to 
implement monetary 
policy has been 
very successful in 
lowering inflation and 
maintaining it at a 
low level. 


Statement of 
IMF Mission to Canada 
30 November 1998 


francophone countries. The partici- 
pants, who came from 18 countries 
and from the International Monetary 
Fund, were invited to compare their 
respective challenges under different 
exchange rate regimes. 


Research and analysis 


The formulation of monetary policy 
rests on research and analysis. To en- 
sure sound research, the Bank main- 
tains contact with academics and 
other researchers in Canada and 
abroad. This involves networking, 
participating in and hosting confer- 
ences, and publishing research. To 
bring additional views on monetary 
policy from outside the Bank, a new 


_ and financial uncertainty, the Bank’s 
| regional offices, which opened in 


1997, played a key role in explaining 

the issues confronting monetary policy. Staff 
from these offices assisted directors and mem- 
bers of the Governing Council with their com- 


_ munications activities across the country. They 


made numerous presentations to business, aca- 
demic, and community groups; established con- 
tact with provincial government officials; and 
greatly expanded the number of companies and 
industry associations visited and the geographic 
area covered. These visits provide valuable op- 
portunities to discuss monetary policy and to 


_ gather information on economic developments. 


Assessing international developments 


Because international developments influence 
the Canadian economy and financial markets, 


ea 


visiting Special Adviser position was 
created in 1998. The one-year term 
position was filled in August by 
Professor David Laidler from the University of 
Western Ontario. Professor Laidler is one of 
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A survey of foreign exchange markets 
conducted in 1998 by central banks in 43 
countries shows that Canada’s foreign 
exchange market is the 11th largest in the 
world, with a daily turnover of about 
US$37 billion and that the Canadian dol- 
lar was the 7th-most-traded currency in 
the world. 
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The exchange rate is an important price 
in the Canadian economy. It affects how 
much Canadians pay for imported goods 
and services and how much Canadian 
producers receive for goods that are 
exported, including primary commodi- 
ties. Import and export prices in turn 
influence our purchasing 
patterns as consumers as 
well as the production 
and pricing decisions of 
Canadian producers. 

A floating exchange 
rate can help keep infla- 
tion in check—inside the 
target range—by shelter- 
ing domestic prices from 
foreign inflation and by 
enabling monetary pol- 
icy to stimulate or slow 
demand for Canadian 
products as needed. 
Without a floating 
exchange rate, the adjust- 
ment to shocks—internal 
or external—would fall upon wages and 
prices and would involve larger fluctua- 
tions in output and employment. 

At the same time, Canada’s inflation- 
control targets provide an essential 
anchor for the floating exchange rate. 
Without this anchor, the freedom of the 
currency to float could potentially under- 
mine confidence in its value, both in 
world markets and at home. 

Maintaining price stability is the 
best way that monetary policy can help 
improve economic performance, and 
the flexible exchange rate is a vital com- 
ponent in that process. 





Operating Expenses Related to 
Monetary Policy Formulation 





Projection 2% 


La 


S 


Current analysis 12% af 


Research 7% 


Canada’s most distinguished economic scholars 
and a world authority on monetary economics. 

Research in 1998 focused on policy-making 
under uncertainty, the consequences of down- 
ward nominal wage rigidity for the choice of a 
long-run inflation target, and the explanation 
and prevention of international currency crises. 
The Bank also hosted a conference at which mar- 
ket practitioners and researchers from universi- 
ties and other central banks discussed the 
information that can be derived 
from financial market prices. 
The proceedings of that confer- 
ence will be published in the 
spring of 1999. The next confer- 
ence, in the autumn of 1999, 
will examine the role of mone- 
tary aggregates in the transmis- 
sion of monetary policy. 





Operating expenses 


The Bank spent nearly $41 mil- 
lion, or approximately 21 per 
cent of its total operating ex- 
penses, on the formulation and 
implementation of monetary 
policy. This represents an in- 
crease of about $3 million or 8 per cent from 
1997. Contributing to this increase were the high- 
er costs of information technology and an expan- 
sion of communication programs, particularly at 
the Bank’s new regional offices. 
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Currency 


Every year, Canadians make billions of pay- 
ments using bank notes and coins. They rely on 
the Bank of Canada to furnish notes that are well 
protected from counterfeiting and to manage 
the supply of bank notes as economically as 
possible. The Bank took several steps in 1998 to 
accomplish these objectives. It broad- 
ened and intensified a public educa- 
tion program about the security 
features of genuine bank notes; it 
continued to pursue research and de- 
velopment on bank note technology 
and security; and it completed the 
implementation of a new distribution 
system for bank notes. 


features in bank notes. 


Protecting bank notes from 
counterfeiting 


Counterfeiting remains at relatively low levels in 
Canada—only a small fraction of one per cent of 
the total value of notes in circulation. It has, how- 
ever, increased recently. The value of counterfeit 
notes found in circulation in 1998 was double 
that of the previous year, mainly because of a 
sharp increase in the number of counterfeit $100 
notes. A number of these high-quality counter- 
feit $100 notes appeared for the first time during 
the second half of 1998 and are believed to have 
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The best guarantee of 
bank note security is a 
public that readily 


recognizes the security 


| Value of Counterfeit Bank Notes Found in Circulation 





originated from a single source. Their most nota- 
ble characteristic is the excellent reproduction of 
the micro-printing found on genuine bank notes. 

Counterfeit notes can still be distinguished 
by the absence of the gold-to-green colour shift 
in the Optical Security Device—the shiny rectan- 
gle in the upper left-hand corner of $20, $50, 
$100, and $1,000 notes. Counterfeits 
also lack the distinctive look and feel 
of other security features such as the 
raised ink in the portrait on genuine 
notes. 

The best guarantee of bank note 
security is a public that readily recog- 
nizes the security features in bank 
notes. During 1998, the Bank added a 
new training video to its currency ed- 
ucation program. This complement- 
ed the poster and leaflet introduced 
in 1997. Bank staff made presenta- 
tions to cash handlers in the retail and financial 
services sectors and to police forces, to increase 
their awareness of the key security features of 
bank notes. Nearly one million leaflets were also 
distributed to the general public through finan- 
cial institutions and provincial tourist bureaus. 

The public can get more information about 
identifying counterfeit bank notes by calling 
1-888-513-8212. 

The Bank also keeps Canadians informed 
about the features of genuine bank notes through 
presentations by its regional represen- 
tatives and through the Currency 
_ Museum in Ottawa. 
| The Bank works closely with po- 

_ lice forces, especially the RCMP, which 
is responsible for the enforcement of 
_ counterfeiting laws across the country. 


| Research and development 


The Bank’s program of research and de- 
velopment in bank note technology and 
security is a key defence against coun- 
terfeiting. This program focuses on de- 
veloping technology to combat 
counterfeiting threats from advances in 





reproduction technology and on improving 
bank note production and distribution tech- 
niques. During 1998, the Bank’s program centred 
on new anti-counterfeiting devices and the mate- 
rials on which bank notes are printed. The cur- 


Operating Expenses Related 
to Currency 


rent phase of this research and 
development will extend over 
the next two to three years, cul- 
minating in the issue of the first 
note in a new series. The goal is 
to develop new notes with better 
protection against counterfeiting 
technologies—notes that can be 
modified over time in response 
to new technological threats. The 
Bank is using expertise from the 
bank note printing companies, 
from law-enforcement agencies, 
and from leading note-issuing 
authorities around the world. It 
is also consulting with the pub- 
lic, the visually impaired, and 
with government officials. Consideration is 
being given to printing bank notes on polymer 
or polymer-based materials. These new materi- 
als could offer both increased security and long- 
er note life, which would result in important 
savings. 


Research 2% 


Distribution 17% a 


Implementing the new bank note 
distribution system 


During January 1998, the Bank of Canada and 
participating major Canadian deposit-taking 
institutions finished implementing a new system 
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for the distribution of bank notes. It is more effi- 
cient and less costly than the old system, which 
was based on the Bank’s nine agencies across the 
country. Under the new system, the participat- 
ing institutions manage the flow of notes among 
themselves in co-operation 
with the Bank. The Bank is re- 
sponsible for distributing the 
notes when they are first is- 
sued, maintaining records of 
note inventories in the system, 
withdrawing notes when they 
are no longer fit for circulation, 
and overseeing note quality 
and authenticity. The latter is 
an important responsibility of 
staff in the Bank’s regional of- 
fices in Halifax, Montreal, To- 
ronto, Calgary, and Vancouver. 

The Bank also consults 
with the Royal Canadian Mint 
(which is responsible for the 
production and distribution of coins) on issues 
of mutual concern, particularly the distribution 
of coins to financial institutions. 


Production 
10% 


Operating expenses 


Expenses for currency operations were $56 mil- 
lion, or about 29 per cent of the Bank’s total op- 
erating expenses. This represents a decrease of 
almost $10 million or about 15 per cent com- 
pared with 1997. The decline is the result of the 
implementation of the new bank note distribu- 
tion system and lower requirements for notes. 








Central Banking Services 


Central banking services encompass a wide 
range of activities. Many involve the Bank and 
other government agencies working with the 
financial industry to promote a safe and sound 
financial system. Others include services provid- 
ed to clients, including the federal government, 
financial institutions, and the general public. The 
Bank’s goal is to provide these services as effi- 
ciently and effectively as possible. 


Promoting a safe and sound financial 
system 


Payment Clearing and Settlement Act 


The Payment Clearing and Settlement Act 
(PCSA) gives the Bank of Canada responsibility 
for overseeing major clearing and settlement sys- 
tems in Canada. These systems play a crucial 
role in the Canadian economy. The Bank’s task 
is to ensure that appropriate arrangements are 
in place to manage and control risk so that if a 
participant in one of these systems should fail, 
the financial system would not be seriously 
disrupted. 


| (or (-F-Talayepr-lare) Settlement 


A clearing and settlement system proc- 
esses and discharges payment obligations 
among its participants (usually financial 
institutions). For example, the Debt 
Clearing Service, operated by The Cana- 
dian Depository for Securities Limited, is 
an electronic clearing and settlement sys- 
tem involving Canadian dollar bonds 
and money market securities. The Large 
Value Transfer System, operated by the 
Canadian Payments Association, is a real- 
time funds transfer system that handles 
large-value or time-critical Canadian dol- 
lar payments. 
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Early in 1998, the Debt Clearing Service 
(DCS) was designated as subject to the Bank’s 
oversight under the PCSA. In early 1999, similar 
action was taken with the Large Value Transfer 
System (LVTS). This did not result in any signif- 
icant change in the risk-control arrangements of 
these systems because the Bank had been closely 
involved in their design. But the designation has 
provided greater legal certainty that the obliga- 
tions of the system’s participants would be set- 
tled according to the rules of the system even if 
one of the participants were to fail. 


LVTS begins full operations 


Canada’s payments system became safer and 
more efficient early in 1999 when, after some un- 
anticipated delays, the LVTS became fully oper- 
ational. This new electronic payments system 
forms the core of the national payments system, 
providing a crucial central mechanism for reduc- 
ing and controlling systemic risk. Other major 
clearing and settlement systems, such as the 
DCS, will use the LVTS to settle payment obliga- 
tions among participants. 


Bringing money market securities into DCS 


The safety and efficiency of the financial sector 
was further enhanced in 1998 when over 
$150 billion of corporate money market securi- 
ties were brought into the DCS. These securities 
are now traded, and the payment obligations 
arising from the trades are settled, in a system 
that is risk-proofed. Efficiency has been im- 
proved by eliminating the need for physical de- 
livery of the securities and the exchange of the 
physical payment items. 

In addition to these corporate securities, 
over $380 billion in Government of Canada secu- 
rities were in this system at the end of 1998. 


Acting as settlement agent 


To further reduce the risk in the financial system, 
the Bank of Canada has agreed to act as settle- 
ment agent for the DCS. This role eliminates the 
so-called “banker risk” in the system—the risk 





arising from the possible failure of a private sec- 
tor institution acting as the settlement agent. 


Clearing and settlement systems for foreign 
exchange 


The Bank continues to have discus- 
sions with the operators and partici- 
pants of clearing and settlement 
systems designed to reduce or elimi- 
nate the settlement risk in foreign ex- 
change transactions. The discussions 
concern the development of arrange- 
ments for settling the Canadian dol- 
lar portion of these transactions and 
the Bank’s role as settlement agent 
for these systems. One proposal 
would have the Bank, the LVTS, and 
the DCS open at 12:30 a.m. each busi- 
ness day to overlap with the business 
hours of payments systems in Europe 
and the Far East. 


the new LVTS. Details 


Services to the federal 
government 


Managing the public debt and the 
government's cash balances 


As fiscal agent for the federal govern- 

ment, the Bank provides advice on 

managing the public debt and handles new bor- 
rowings in the domestic treasury bill and bond 
markets. Borrowings are done through auctions. 
Over 50 were run by the Bank during the year. 
As the government’s banker, the Bank also man- 
ages the government's cash balances. This too in- 
volves auctions. To maximize the government's 
revenue, portions of the cash balances are of- 
fered almost daily as term deposits and are bid 
for by financial institutions. In the autumn of 
1998, a new automated system was introduced 
for handling all of these auctions. 


Improving financial market efficiency 


The Bank has an interest in the development 
of Canadian financial markets and actively 


The method for imple- 
menting monetary 
policy is tied to the way 
payments are cleared 
and settled each day. In 
1998, the Bank deter- 
mined the method that 


it would employ under 


can be found in the 
autumn issue of the 
Bank of Canada 


Review. 
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supports measures to improve their efficiency. 
In 1998, after extensive consultations with mar- 
ket participants, the Bank and the Department of 
Finance introduced new rules governing dealer 
and client bidding at Government of Canada 
treasury bill and bond auctions. The Bank also 
co-operated with the Investment 
Dealers Association of Canada in 
developing a new code of conduct 
governing trading in wholesale mar- 
kets for outstanding domestic debt. 
To support the liquidity of the bond 
market, the Bank undertook, on be- 
half of the government, a pilot opera- 
tion that involved buying amounts 
of smaller outstanding government 
issues that are not actively traded. 
This allows for larger issues of more- 
liquid debt maturities. 


Managing the government's 
foreign reserves and financial risk 


The Bank manages the government’s 
foreign exchange reserves. It invests 
the assets of the Exchange Fund Ac- 
count and is involved with borrow- 

ings when necessary to maintain an 

adequate level of reserves. The Bank 
also intervenes in the foreign 


MacKay Report 


The Report of the Task Force on the Future of 
the Canadian Financial Services Sector (the 
MacKay report) was released in Septem- 
ber. The report proposes significant 
changes to the current arrangements in 
the Canadian financial sector. The Bank is 
working closely with the Department of 
Finance to ensure that these important 
issues are given careful consideration. 








An Account of Our Stewardship mr | Annual Report 1998 
P= es 


exchange market, on behalf of the government, 
to influence trading in the Canadian dollar. Be- 
cause of the dollar’s weakness, intervention was 
heavy at times during 1998, as were foreign cur- 
rency borrowings to increase reserve holdings. 


To reflect the growth of the exchange mar- 
ket in Canada, the Bank and the Department of 
Finance established a new intervention policy in 
September. This approach is less automatic and 
allows more discretion in the timing and amount 
of intervention. The Bank also participated with 
other industrialized countries in efforts to stand- 
ardize and improve the quality of the informa- 
tion on reserve holdings that is reported to the 
public. 


In addition, the Bank measures and moni- 
tors the government's exposure to financial risk. 
In 1998, a joint committee of the Department of 
Finance and the Bank of Canada was established 
to oversee this operation. 


International activities on behalf of the 
government 


Throughout 1998, the Bank of Canada advised 
and assisted the government concerning Cana- 
da’s participation in several multilateral finan- 
cial assistance packages arranged for emerging- 
market economies. Early in the year, a group of 
countries, led by the Group of Seven (G-7), 
agreed to establish bilateral credit lines for South 
Korea in support of a large financial package that 
had been arranged for them in December 1997 by 
the International Monetary Fund (IMF). Cana- 
da’s contribution was an amount up to US$1 bil- 
lion. South Korea did not need to draw on the 
facility. 

In July, for the first time in 20 years, the 
IMF activated the General Arrangements to Bor- 
row (GAB) to help finance a loan to Russia. Sim- 
ilarly, in December, the New Arrangements to 
Borrow (NAB), which are similar to the GAB, 
were activated to support an IMF financial pack- 
age for Brazil. Canadian loans extended to the 
IMF under both the GAB and the NAB form part 
of Canada’s international reserves. 


GAB and NAB 


The General Arrangements to Borrow 
(GAB) were established by the Group of 
Ten (G-10) countries in 1962 to supple- 
ment the regular quota-based resources 
of the International Monetary Fund. 

The New Arrangements to Borrow 
(NAB) came into force in November 1998. 
Like the GAB, they provide additional 
resources to the IMF to forestall or cope 
with emergencies that threaten the stabil- 
ity of the international financial system. 
There are 25 participants in this new 
arrangement, including the G-10 coun- 
tries. 

Although the GAB remains in exist- 
ence, the NAB is the facility of first and 
principal recourse. Together, they pro- 
vide the IMF with supplementary 
resources roughly equivalent to USS48 
billion, of which Canada’s share is cur- 
rently about USS2 billion. 


In addition to the IMF arrangement, a mul- 
tilateral credit facility was provided to the 
Brazilian central bank by a group of 20 industri- 
alized countries. Canada’s share in this facility 
was US$500 million. 


Services to financial institutions 


Federal legislation requires the Bank of Canada 
to provide a security registry service in all prov- 
inces. Lenders register with the Bank their inten- 
tion to take collateral from borrowers in the form 
of certain financial assets as security against 
loans. This registry can be searched for prior 
registrations. 

For more than a year, the Bank has been 
looking at alternative ways of delivering this 
service. It decided to contract out the develop- 
ment and operation of a new computer-based 








Over the past year, a number of important 
initiatives were taken to strengthen the inter- 
national financial system. 

Particularly important was the work of 
three groups that were set up in April to 
look at a range of issues to reform the finan- 
cial system. The working groups were made 
up of representatives of 22 industrial and 
emerging-market economies. Their reports 
were published in October and are available 
on the Web sites of the Bank for International 
Settlements and the International Monetary 
Fund (IMF). 

The first group considered how trans- 
parency and accountability can improve 
economic performance. The second group 
studied the principles and policies that fos- 
ter the development of a stable and efficient 
financial system. Highlighting this study 
was a Canadian initiative supporting “peer 
reviews” of national supervisory systems. 
The third group focused on policies that 
would help prevent international financial 
crises and contribute to their orderly resolu- 
tion. It stressed the importance of appropri- 
ate exchange rate regimes, better risk 
management by lenders, limits on guaran- 
tees provided by governments, and effective 
insolvency regimes. The third group’s report 
also set out a framework that would allow 


Strengthening the International Financial System 
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debt obligations to be worked out in a co- 
operative and orderly way to serve the inter- 
ests of both debtors and creditors. 

The Bank of Canada was represented 
on the first and third of these working 
groups, while the Department of Finance 
participated in the second. 

At the end of October, G-7 finance min- 
isters and central bank governors issued a 
communiqué in which they made a commit- 
ment to implement many of the reforms rec- 
ommended by these three groups. The 
objective, they said, is to create “an interna- 
tional financial system for the twenty first 
century that captures the full benefits of glo- 
bal markets and capital flows, minimizes the 
risk of disruption, and better protects the 
most vulnerable while promoting the inter- 
national monetary stability which is an ele- 
ment of a stable international financial 
system.” They also pledged to work with 
other countries to promote the adoption of 
these reforms. 

Two other developments that have 
helped to strengthen the international finan- 
cial system were the establishment of the 
New Arrangements to Borrow in November, 
and the general increase in IMF quotas that 
came into effect in January 1999. 



































_ active for a period of 10 years. In 





























system, which was in place by mid-1998. Under 
the new arrangements, lenders register their in- 
tention to take security directly with the operator 
of the system at various points throughout the 
country. As before, the registry can be searched 
in response to requests submit- 
ted by mail, facsimile, and couri- 
er. In the future, searches by 
authorized users will be possible 
through remote Internet access. 


Services to the general 


public 
Chartered banks are required to 
transfer to the Bank of Canada 
; Wholesale 4 
all unclaimed bank balances debt 4% en 
Market 


maintained in Canada in Cana- 
dian currency that have been in- 


operations 3% 


1998, for the first time, the Bank’s 


| Web site provided direct public 


access to information about 

these unclaimed bank balances. There were more 
than 300,000 visits to the site after it became op- 
erational in November. This service supple- 
ments the 1-800 telephone service and Internet 
e-mail address introduced in 1997. 


Unclaimed Bank Balances 


The public can search for unclaimed bank 
balances on the Bank’s Web site at 


http://www.bank-banque-canada.ca/ 


For those without Internet access, many 
public libraries are equipped with Inter- 
net stations. The public can also access 
information on unclaimed bank balances 
at the Bank’s five regional offices. 

Information is also available by call- 
ing 1-888-891-6398. 





Administration 
of accounts 6% 


Other services 3% 
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In 1998, the Bank responded to 10,500 gen- 
eral inquiries (46 per cent more than in 1997), 
completed more than 50,000 searches (79 per 
cent more than in 1997), and paid a total of 
$4.7 million (36 per cent more than in 1997) to 
settle approximately 9,800 
claims (61 per cent more than in 
1997): 

Further rapid growth in 
claim settlements is expected 
now that the Web site is up and 
running. 





Operating expenses 


Expenses for central banking 
services were $32 million in 
1998, or just under 17 per cent 
of the Bank’s total operating ex- 
penses. This represents a de- 
cline of about $1.5 million or 
4.5 per cent from 1997, mainly 
attributable to more efficient 
delivery of these services. Revenues received for 
services provided totalled just under $1 million. 





Retail Debt Services 


In its role as fiscal agent, the Bank provides many 
services related to handling the federal govern- 
ment’s debt. Those that relate to debt held main- 
ly by large institutional investors 
were described under Central 
Banking Services. The remain- 
der relate to the government's 
retail debt, which includes 
Canada Savings Bonds (CSBs) 
and other debt held by individ- 
uals. 

The Bank’s retail debt serv- 
ices are distinct from its other 
operations. The Bank provides 
these services for Canada Invest- 
ment and Savings, an agency of 
the Department of Finance, and 
recovers its costs from the feder- 
al government. Canada Invest- 
ment and Savings is responsible for directing the 
retail debt program, while the Bank’s role is to 
provide operational and systems support. (The 
annual report of Canada Investment and Savings 
is available from the Department of Finance.) 

Because millions of Canadians hold the 
government’s debt, extensive computer systems 
and call-centre facilities are needed to service the 
accounts. Asa result, the resources committed to 
retail debt are considerable, and they have been 
growing in recent years, as key underlying com- 
puter systems have been redesigned to allow the 
introduction of new services. 


Activities in 1998 


During 1998, a new computer-based system for 
handling the retail debt register was brought on 
stream after four years of development. This was 
a major overhaul of a system that had been built 
in the 1970s. Over the year, progress was made 
on another multi-year undertaking—a complete 
revamping of the process for handling the CSB 
payroll savings plan. This plan is offered across 
the country through more than 15,000 employ- 
ers. Many of these employers had complained 
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sunt of Our Stewardship — 


about the administrative work involved in being — 
part of the payroll savings plan. The new process 
sharply reduces their work and eliminates fees 
paid by the government for services from finan- 
cial institutions. It adds to the Bank’s activities, 
however, and was a significant 
part of the increase in retail 
debt operating expenses in 
1998. 

The Bank also provided 
operational support as new fea- 
tures were added to the govern- 
ment’s retail debt program 
during the year. This included 
the introduction of the Canada — 
Premium Bond, which offers a 
higher interest rate but can be 
redeemed only annually. It also 
included an extension of the 
sales period, beyond the tradi- 
tional autumn campaign, for 
both Canada Premium Bonds and CSBs. 

During 1998, the Bank completed the con- 
solidation in Ottawa of services to bondholders 
that were previously offered through the Bank’s 
agencies. 





Operating expenses 


Expenses for retail debt services were $65.5 mil- 
lion in 1998, or 34 per cent of the Bank’s total op- 
erating expenses. This represents an increase of 
about $18 million or 37 per cent over 1997. The 
increase is due to new computer systems and 
support for the expanded retail debt program. 
All of these costs are recovered from the federal 
government. 











Financial Summary 
Operating expenses 


Monetary policy, currency, and central 
banking services 


In the past few years, the Bank’s core functions— 
monetary policy, currency, and central banking 
services—have been extensively reviewed and 
restructured to focus more sharply on the Bank’s 
public policy activities, the needs of its clients, 
and the efficiency and effectiveness of its opera- 
tions. This strategy has yielded cost savings, a 
reduction in regular staff, and the sale of 9 of the 
13 buildings owned by the Bank. 

At the same time, the review and restructur- 
ing required new investments in technology and 
staff training, as well as spending to improve 
communications and expand regional offices. The 
net result has been a saving of more than $39 mil- 
lion, or 24 per cent, in 1998 compared with expen- 
ditures in 1994. 

In 1998, expenses for monetary policy, cur- 
rency, and central banking services were more 
than $8 million lower than in 1997, a 6 per cent 
saving. This was mainly due to a decrease in the 
number of bank notes printed and other cost sav- 
ings from the rationalization of operations and 
service delivery. 


Operating Expenses by Function 
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The financial impact of the restructuring 
concluded in 1998. Several new programs in cur- 
rency and central banking services are expected 
to increase expenditures over the next few years. 
There will also be some increase in the cost for 
bank notes in 1999 due to the buildup of addi- 
tional inventories, but these will be offset by 
lower costs in 2000. 


Retail debt services 


The Bank also provides services for Canada 
Investment and Savings—the agency responsi- 
ble for the retail debt program. Legislation was 
changed in mid-1997 to allow the Bank to charge 
for these services in order to clarify accountabil- 
ity for the program. The first full year of cost re- 
covery was 1998. 

Like other functions of the Bank, retail debt 
services has been restructured over the past sev- 
eral years. In 1998, expenses were $18 million 
higher than in 1997 because of significant chang- 
es to major computing systems and expenditures 
to support new services. At the same time, there 
have been savings from the introduction of 
new technology and the consolidation of bond 
transactions. 


Salary expenses 


In 1998, the Bank adjusted salaries on average 

3 per cent, consistent with its objective 
of assuring a competitive, equitable 
salary structure. In addition, salary 
expenses increased by a further 4 per 
cent as a result of higher costs for in- 
formation technology professionals. 
These increases were largely due to 
market pressures created by the need 
to prepare computer systems for the 
year 2000. 


Other expenses/revenue 


The Bank had one-time net revenue of 
$8.3 million. This was mainly from the 
sale of four Bank buildings in Winni- 


1998 peg, Montreal, Toronto, and Saint 











John, N.B. These buildings were no longer need- 
ed because of the new bank note distribution sys- 
tem and the consolidation of bond and banking 
services. The gain from the sale was partly offset 
by a $1.0 million expense associated with the 
completion of the Bank’s workforce adjustment 
program in 1998. 


Revenue from investments 


Total revenue from investments was $1.8 billion 
in 1998, an increase of 14 per cent from 1997. The 
main source of revenue is interest earned on 
holdings of federal government securities, 
financed primarily by the bank notes that are is- 
sued by the Bank. Net revenue paid to the Gov- 
ernment of Canada in 1998 was $1.7 billion, an 
increase of 17 per cent from 1997. 


Net revenue is not a good indicator of the 
Bank’s management performance. The Bank 
deals in financial markets to achieve policy 


6. 


goals, not to maximize its revenues, and these 
revenues are highly dependent on interest rates. 
For these reasons, the level of operating expenses 
is a better indicator of the Bank’s stewardship of 
public resources. 


Operating expenses by function 


Millions of dollars 
1998 1997 1996 1995 1994 

Monetary policy ANT” 37.6 35.0 33:0 338 
Currency 56.0 65:7 696 80.0 1014 
Central banking services B22) Oo es SO) o30 

"128.9 137.0 137.3 146.1 1685 
Retail debt services 65.5 A477 S47 41:7 407 
Retail debt recoveries* (65.5) (28.9) 
Other expenses/(revenue) (83) (11.6) 34.7 33.0 
Net operating expenses 120.6 144.2 Piz 220.8 209.2 


* See page 42, note 1: Retail debt services. 
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Bank of Canada 
Financial reporting responsibility 


The accompanying financial statements of the Bank of Canada have been prepared by management 
in accordance with accounting principles generally accepted in Canada and have been consistently 
applied. The integrity and objectivity of the data in these financial statements are management’s 
responsibility. Management is responsible for ensuring that all information in the annual report is 
consistent with the financial statements. 


In support of its responsibility, management maintains financial and management control systems 
and practices to provide reasonable assurance that the financial information is reliable, that the 
assets are safeguarded, and the operations are carried out effectively. The Bank has an internal 
audit department whose functions include reviewing internal controls and their application, on an 
ongoing basis. 


The Board of Directors is responsible for ensuring that management fulfills its responsibilities for 
financial reporting and internal control and exercises this responsibility through the Audit 
Committee of the Board. The Audit Committee reviews the Bank’s annual financial statements and 
recommends their approval by the Board of Directors. The Audit Committee meets with 
management, the internal auditor, and the Bank’s external auditors appointed by Order-in-Council. 


These financial statements have been audited by the Bank’s external auditors, Coopers & Lybrand 
and Caron Bélanger Ernst & Young, and their report is presented herein. 


2 X 


G.G. Thiessen, Governor L.T. Requard, Shade Secretary 





Ottawa, Canada 
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5 AUDITORS OF THE BANK OF CANADA 
VERIFICATEURS DE LA BANQUE DU CANADA 


C. P. 813, SUCCURSALE B P.O. BOX 813, STATION B 
OTTAWA, CANADA 
KI1P 5P9 
CARON BELANGER ERNST & YOUNG COOPERS & LYBRAND 


AUDITORS’ REPORT 
To the Minister of Finance, registered shareholder of the Bank of Canada 


We have audited the balance sheet of the Bank of Canada as at 31 December 1998 and the 
statement of revenue and expense for the year then ended. These financial statements are the 
responsibility of the Bank’s management. Our responsibility is to express an opinion on these 
financial statements based on our audit. 


We conducted our audit in accordance with. generally accepted auditing standards. Those 
standards require that we plan and perform an audit to obtain reasonable assurance whether 
the financial statements are free of material misstatement. An audit includes examining, on a 
test basis, evidence supporting the amounts and disclosures in the financial statements. An 
audit also includes assessing the accounting principles used and significant estimates made 
by management, as well as evaluating the overall financial statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the financial 
position of the Bank as at 31 December 1998 and the results of its operations and the 
changes in its financial position for the year then ended in accordance with generally 
accepted accounting principles. 


Caton Dieleng er! Ghul face rip 


Chartered Accountants 





Ottawa, Canada 
22 January 1999 
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Bank of Canada 


Statement of revenue and expense 





Year ended 31 December 1998 


REVENUE 


Revenue from investments ....... 


EXPENSE by function (notes 1 and 3) 


MOTICtAEY,. DONMCY 5 is 3. wes wile poate ines 
(CGUTPECH CVA (i eitee Seen Modan scence eels or te te 
Central Danking Services "2.40.2 jon, Fam 


Retail debt services - expenses ..... 


Retail debt services - recoveries ..... 


Other-FevenUe=Nel Se ere ek 


NET REVENUE PAID TO 
RECEIVER GENERAL FOR CANADA 


1,799.4 


128.9 


120.6 


1,678.8 





1998 1997 


Millions of dollars 


40.7 
56.0 
32.2 
65.5 


(65.5) 


(8.3) 


1,578.6 


37.6 
65.7 
33.7 


137.0 


47.7 


(28.9) 


(11.6) 


144.2 


1,434.4 


a 


(See accompanying notes to the financial statements.) 
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Bank of Canada 
Balance sheet 
As at 31 December 1998 
ASSETS 1998 


Deposits in foreign currencies 
US alls Ss acs cee bak 5 oar eS ee ere kd 


Advances to members of the Canadian Payments Association 


Investments [note 8} 
Preasary ps Of nities es se ee A 
Other securities issued or guaranteed by 
Canada maturing within three years ................ 
Other securities issued or guaranteed by 
Canada not maturing within three years ...........-. 
Other tnyestwasts fo - eS en oes ct ee 


awk vreencess une Sy or, Se a Se ee ee 
Other assets Inmie sei 2 oS ee Se ee eS 


1997 


Millions of dollars 


321.1 
6.2 


327.3 


655.7 


10,563.8 


6,302.2 


10,880.1 
4,455.7 


32,201.8 


188.0 
436.4 


33,809.2 


383.1 
3.2 


363.3 


14.063.0 


4.165.7 


8.799.7 
3.434.1 


30.454.5 


189.0 
346.1 


31,.749.2 





(See accompanying notes to the financial statements.) 
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LIABILITIES 


Capital. paid trp: (rote: G)5 os 2 a a oe a eS 5.0 3.0 
Rest: fund (note, 6) oS ee a ee alas Ue a 25.0 25.0 
Bank- notes in ‘circulation. |<: .-250202°00 so ee Re ee 32,637.5 30,542.0 
Deposits 
iourriirtent. of. Cariatia.< 2602, ht a te ae Rie wk 10.6 40.6 
CHAT bELECED AM KS" sc teresa ee chee Re ee ee os cata Me i neces 578.7 539-0 
Other members of the Canadian 
Payinents Assoctation! 502 ae te nether as Ae et eae 73.5 24.6 
Giher teposits ses oie. Fas es beh ee marge See oss ie eS 243.7 278.3 
906.5 882.5 
Liabilities in foreign currencies 
Government GF Canada: 275 Sete ns eee crea inate A ee 162.0 Se Wee 
Other Habtlities 0052. Fs2se er hse tee pe oe Baa tee teeegn ane 73.2 63.5 
33,809.2 31,749.2 


Financial Statements 


1998 


1997 


Millions of dollars 


Chief Accountant, F.J. ‘Mahoney 


Governor, G.G. Thiessen 


On behalf of the Board 





Lead Director, J. Maxwell 
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Bank of Canada 
Notes to the financial statements 





Year ended 31 December 1998 


1. 


Bank functions 

The Bank of Canada’s primary responsibilities are set out in the Bank of Canada Act and can be 
grouped into four broad functions which are described below. Net operating expenses in the 
Statement of revenue and expense are reported on the basis of these four corporate functions. 
Certain comparative figures have been reclassified to conform with the financial statement 
presentation adopted in the current year. Net operating expenses by major classes of expenditure 
are presented in note 3. 


Monetary policy 

The Bank's most important responsibility is monetary policy. Monetary policy is concerned with 
managing the rate of monetary expansion in a way that is consistent with preserving the value of 
money. 


Currency 

The Bank is responsible for issuing bank notes in Canada. This responsibility involves note 
design (including anti-counterfeiting features), as well as the printing and distribution of bank 
notes and their eventual replacement. 


Central banking services 

The Bank carries out a variety of activities that regulate and support Canada’s principal systems 
for clearing and settling payments and other financial transactions. The Bank also provides a 
number of central banking services and advice to the federal government, financial institutions, 
and the general public. The Bank advises the federal government on matters relating to the 
public debt and is responsible for issuing market debt, maintaining bondholder records, and 
making payments on behalf of the government for interest and debt redemption. 


Retail debt services 

As fiscal agent, the Bank provides systems and operational support services to the Canada 
Investment and Savings agency (CI&S) in support of the federal government's retail debt 
program and is responsible for issuing debt, maintaining bondholder records, and making 
payments on behalf of the federal government for interest and debt redemption. The Bank 
recovers the cost of retail debt operations on a full cost basis. Recoveries from the federal 
government began with amendment of the Bank of Canada Act, effective June 1997. 


Significant accounting policies 

The financial statements of the Bank are in accordance with generally accepted accounting 
principles and conform to the disclosure and accounting requirements of the Bank of Canada Act 
and the Bank’s by-laws. As all material changes in financial position are evident from the financial 
statements, a separate statement of changes in financial position has not been prepared as it would 
not provide any additional useful information. The significant accounting policies of the Bank are: 


a) Revenues and expenses 
Revenues and expenses are accounted for on the accrual basis, except for interest on 
advances to a bank ordered to be wound up which is recorded as received. 


b) Translation of foreign currencies 
Assets and liabilities in foreign currencies are translated to Canadian dollars at the rates of 
exchange prevailing at the year-end. Foreign currency assets held under short-term foreign 
currency Swap arrangements with the Exchange Fund Account of the Government of 
Canada, as described in note 11(a), are converted to Canadian dollars at the contracted 
rates. Gains and losses from translation of, and transactions in, foreign currencies are 
included in revenue. 
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c) Advances 
Advances to members of the Canadian Payments Association are liquidity loans for which 
the Bank charges the Bank Rate. These loans are fully collateralized and generally overnight 
in duration. 


d) Investments 
Investments, consisting mainly of Government of Canada treasury bills and bonds, are 
recorded at cost and are adjusted for amortization of purchase discounts and premiums. 
The amortization, as well as gains and losses on disposition, is included in revenue. 


e) Bank premises 
Bank premises, consisting of land, buildings, computer hardware/software, and other 
equipment, are recorded at cost less accumulated depreciation. Computer software is 
capitalized only when its cost exceeds $2 million. Depreciation is calculated using the straight- 
line method and is applied over the estimated useful lives of the assets, as shown below. 


Buildings 25 to 40 years 
Computer hardware/software 3 to 7 years 
Other equipment 5 to 15 years 





f) Deposits 
The liabilities within this category are generally Canadian dollar non-interest-bearing 
demand deposits. 


g) Insurance 
The Bank does not insure against direct risks of loss to the Bank, except for potential 
liabilities to third parties and where there are legal or contractual obligations to carry 
insurance. Any costs arising from these risks are recorded in the accounts at the time 
they can be reasonably estimated. 


Expense by classes of expenditure 
1998 1997 


Millions of dollars 





SAI ATIOS hee eee chet ee oe NERS Ubi SONG, Suse ae sMetey wvner sash 77.2 TELS 
Benefits and‘other.staff-expenses , 0.0.0 ee les 14.8 Eee 
CUFTEMCyrEOStS e405 5 Te Pree Tem apa mie ee ey 14.8 18.4 
Premises maintenance, net of rentalincome ........... 22.2 26.1 
Services and supplies: oc 6 ./sif esis ree We EG tie me 43.4 BOs 
Depreciation ee iral ee ee ie meg ee ee Ph mei 23.7 22.3 
196.1 187.5 
Recoveries 
Retaildebt:serviCeSe ct neat ct issite eae Sueie rete scareta (65.5) (28.9) 
QUE Sess Bars Pea ee eos adds nlm naee ae a istotan eae tee, atinemeLe (1.7) (2.8) 
128.9 lors 
Other expenses (revenue) 
Workforce adjustment (note 9) > S25 vo OS ots oe 1.0 2.5 
MiSCeHAMCOUIGH A cetera he EN orice ele oa Matera cacee Gaara oh Baris ete gs (9.3) - (14.1) 


TO telat Se a aie Pen eel tess Reciag rok tae rte oat are Solel anies © egtre tdurered ters 120.6 144.2 
Salaries and benefits of Bank staff engaged in premises maintenance are not included in the 
Salaries or Benefits and other staff expenses categories, but rather as part of Premises expenses. 
Recoveries represent the fees charged by the Bank for a variety of services. 


Miscellaneous revenue for 1998 and 1997 principally reflects net book gains on the sale of Bank 
buildings. 
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4. Bank premises 


1998 1997 
Millions of dollars 
Net Net 
Accumulated book Accumulated book 
Cost depreciation value Cost depreciation value 
Land and buildings 168.0 65.1 102.9 201.0 88.2 112.8 
Computer hardware/software 61.6 24.6 37.0 36.1 24.0 12.4 
Other equipment 136.5 88.4 48.1 132.5 83.0 49.5 
366.1 178.1 188.0 369.6 195.2 174.4 
Projects in progress - = = 14.6 = 14.6 
366.1 178.1 188.0 384.2 195:2 189.0 


5. Other assets 
This category includes accrued interest on investments of $352.1 million ($286.4 million in 1997). 


6. Capital paid up 
The authorized capital of the Bank is $5.0 million divided into 100,000 shares with a par value of 
$50 each. The shares are fully paid and, in accordance with the Bank of Canada Act, have been 
issued to the Minister of Finance, who is holding them on behalf of the Government of Canada. 


7. Rest fund 
The rest fund was established in accordance with the Bank of Canada Act and represents the 
general reserve of the Bank. The rest fund was accumulated out of net revenue until it reached the 
stipulated maximum amount of $25.0 million in 1955. 


8. Investments 
This category includes Government of Canada treasury bills and bonds as well as other investments 
which are held under short-term foreign currency swap arrangements with the Exchange Fund 
Account of the Government of Canada as described in note 1 (a). 


The Bank typically holds its investments in treasury bills and bonds until maturity. The amortized 
book values of these investments approximate their par values. At the year-end, the average yield 
on the Bank’s holdings of treasury bills which average three months to maturity was 5.0 per cent 
(3.9 per cent in 1997), while the average yield for bonds maturing within three years was 6.6 per 
cent (6.6 per cent in 1997), and for those maturing in over three years was 6.9 per cent (7.8 per cent 
in 1997). 


9. Workforce adjustment 
Following extensive reviews of its activities, the Bank has streamlined a number of its operations 
resulting in a total reduction of approximately 640 of its staff positions over the past 3 years. The 
position reductions have been accomplished through early retirements and voluntary departures, as 
well as staff layoffs concentrated at the Bank’s agency locations across Canada where redeployment 
opportunities were limited. To record termination costs, the Bank made provisions in its accounts of 
$33 million in 1995, $5 million in 1996, and $2.5 million in 1997. As at 31 December 1998, when 
the workforce adjustment program ended, the total cost of the program was $41.5 million compared 
with the provision of $40.5 million. The difference was included in expenses for 1998. 
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10. Pension plan 
The Bank sponsors a defined-benefit pension plan for its employees which is registered under the 
Pension Benefits Standards Act. The plan provides pension benefits based on length of service and 
rates of pay. 


Actuarial valuations of the pension plan are made periodically by an independent actuary using the 
projected benefit method prorated on service. Market-related values are used to value pension plan 
assets. Based on the latest actuarial valuation as at 31 December 1995, the estimated present value 
of the accrued pension benefits as at 31 December 1998 was $449.6 million ($436.5 million in 
1997), and the estimated market-related value of the pension plan assets was $565.5 million 
($512.3 million in 1997). 


Pension expense for 1998 was in a credit position of $4.3 million ($1.3 million in 1997). These 
amounts comprise the actuarially computed cost of pension benefits in respect of current year 
service and the amortization of past service costs and experience gains and losses. Amortization is 
calculated on a straight-line basis over the expected average remaining service life of the plan 
members, currently 12 years. 


11. Commitments 


a) Foreign currency contracts 
In the ordinary course of business, the Bank enters into commitments involving the 
purchase and sale of foreign currencies. In particular, the Bank enters into short-term 
foreign currency swap arrangements with the Exchange Fund Account (EFA) of the 
Government of Canada as part of its cash management operations within the Canadian 
banking system. These transactions, which are made with the concurrence of the Minister 
of Finance under a standing authority, involve the temporary acquisition by the Bank of 
foreign currency investments from the EFA. These investments are paid for in Canadian 
dollars at the prevailing exchange rate with a commitment to reverse the transaction at the 
same rate of exchange at a future date. The fair values of these investments are not 
materially different from their book values. At the year-end, the average yield for these 
investments was 6.0 per cent (6.1 per cent in 1997). 


As well, the Bank of Canada is a participant in two foreign currency swap facilities with 
foreign central banks. The first, amounting to US$2 billion, is with the U.S. Federal Reserve. 
The second, amounting to Can$1 billion, is with the Banco de México. There were no 
drawings under either facility in 1998 or 1997. 


A summary of outstanding commitments follows. 


1998 1997 


Millions of dollars 


Foreign currency contracts __- purchases 95.6 95.8 
- sales 4,644.3 3,573.8 


As at 31 December 1998, outstanding foreign currency contracts included sale 


commitments of $4,548.7 million ($3,476.2 million in 1997) under swap arrangements with 
the EFA. 
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b) Investment contracts 


In the ordinary course of business, the Bank enters into commitments involving the 
purchase and sale of securities. A summary of these outstanding commitments follows. 


1998 1997 
Millions of dollars 


Investment contracts - purchases 1,552.5 
- sales - 


As at 31 December 1998, outstanding investment contracts included purchase 


commitments of $1,552.5 million under Sale and Repurchase Agreements (nil at the end of 
1997) which were settled on 4 January 1999. 


12. Year 2000 


The year-2000 computer issue arises chiefly because many date-sensitive automated systems have 
not been designed to recognize correctly the year 2000. This represents a significant challenge for all 
organizations. If not addressed properly, the year-2000 issue could have an impact on operations 
and financial reporting, ranging from minor errors to the failures of critical systems. The effects of 
the year-2000 issue could be experienced before, as well as on or after, 1 January 2000. Despite 
best efforts, it is not possible to be certain that all aspects of the year-2000 issue affecting the Bank, 
including those related to the efforts of clients, suppliers, or other third parties, will be fully resolved. 


The Bank of Canada has a business plan for dealing with the year-2000 issue. The objectives of that 
plan are to ensure that the Bank’s critical internal systems will function properly, to coordinate with 
business partners the testing of shared systems, and to ensure that appropriate contingency plans 
are in place in the event of disruptions or system failures. Since 1997, the Bank has had a team 


assigned solely to implementation of the plan, which entails the overall management, direction, and 
support of year-2000 initiatives. 
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William G. Percival, Director of Operations and Administration 
Edward P. Fine, Director of Client Services and Strategic Planning 


Executive and Legal Services 
L. Theodore Requard, Corporate Secretary 
Deborah M. Duffy, General Counsel 


Communications Services 
Bruce Yemen, Chief 
Jocelyne Charron, Deputy Chief 


Infrastructure Services 

Daniel W. MacDonald, Chief 

F. J. Bruce Turner, Director of Business Development 

Chris J. Hemstead, Director of Systems Solutions and Practices 
John Otterspoor, Director of Corporate Work Environment 


Management Services 

Janet Cosier, Chief 

Frank J. Mahoney, Director, Operations Centre, and Chief 
Accountant 

Richard A. J. Julien, Director, Client and Employee Services 

Claude Montambault, Human Resources Adviser 


Audit Department 
Peter Koppe, Internal Auditor 


1. Also Chairman of the Board of Directors of the Canadian Payments Association 


2. Visiting Special Adviser 


3. Also Deputy Chairman of the Board of Directors of the Canadian Payments Association 


Note: Positions as of 26 February 1999 





Senior Regional Representatives (Economics) 
Halifax (Atlantic provinces) 
Paul R. Fenton 


Montreal (Quebec) 
Louis-Robert Lafleur 


Toronto (Ontario) 
Brigid Brady 


Calgary (Prairie provinces and Northwest Territories) 
Hung-Hay Lau 


Vancouver (British Columbia and Yukon) 
Acting: Farid Novin 


Note: Positions as of 26 February 1999 
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Senior Regional Representatives (Operations) 
Halifax (Atlantic provinces) 
Robert Dolomont 


Montreal (Quebec) 
Lorraine Laviolette 


Toronto (Ontario) 
Michael D. Stockfish 


Calgary (Prairie provinces and Northwest Territories) 
Harry Hooper 


Vancouver (British Columbia and Yukon) 
Gerrit Bilkes 





Internet 


http: // www.bank-banque-canada.ca/ 


Provides timely access to press releases, 
speeches by the Governor, many of our major 
publications, current financial data, and 
year-2000 preparations. 


Public information 


For general information on the role and func- 
tions of the Bank, contact our Public Information 
office. 


1-800-303-1282 
(613) 782-7713 


Telephone: 
Fax: 


For information on unclaimed bank balances 


Telephone: 1-888-891-6398 
E-mail: ucbalances@bank-banque-canada.ca 
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Publications 


Monetary Policy Report 

A detailed summary of the Bank of Canada’s 
policies and strategies as well as a look at the 
current economic climate and its implications for 
inflation. Semi-annual. Without charge. 


Bank of Canada Review 

A quarterly publication that combines economic 
commentary and feature articles with a set of statis- 
tical tables. By subscription. 


Weekly Financial Statistics 
A 20-page package of banking and money mar- 
ket statistics. By subscription. 


For information about these and other publica- 
tions, contact 

Publications Distribution 

234 Wellington Street, Ottawa, K1A 0G9 
Telephone: (613) 782-8248 

E-mail: publications@bank-banque-canada.ca 
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The Canadian economy regained strong 
momentum in 1999 as the U.S. economy 
remained vigorous, the global economy 
recovered, and commodity prices moved 
upwards. 


The trend of inflation was well inside the 
Bank’s 1 to 3 per cent target range. 


In response to these developments, the 
Canadian dollar rebounded. 


The Bank of Canada, through initiatives 
such as the new Group of Twenty, contin- 
ued to play an active role in strengthening 
the international financial system and 
reducing the vulnerability of economies 
to global crises. 


The transition to the year 2000 went 


smoothly for the Canadian financial sys- 


tem, thanks to extensive preparation and 
effective collaboration. 
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The 1986 series of bank notes features portraits of former Canadian 
prime ministers on the front and Canadian birds on the back. 
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Our Commitment 
to Canadians 


¢ To contribute to the economic well-being 
of Canadians by 


- conducting monetary policy in a way 
that fosters confidence in the value of 
money 


- promoting the safety and soundness of 
Canada’s financial system 


- supplying bank notes that are readily 
accepted without concerns about 
counterfeiting 


To provide efficient and effective 
central banking and debt-management 
services 


To communicate our objectives openly 
and effectively and to be accountable for 
our actions 
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Statement 
from the Governor 


Gordon Thiessen 


Canada’s economic performance 


improved considerably in 1999. In 





fact, it was much better than many 
Canadians had expected, considering the international difficulties we have 
had to face. Those difficulties began with the Asian financial crisis in 
mid-1997 and continued through the autumn of 1998 in the aftermath of Rus- 
sia’s default on its debt payments. 

Why did we do so well last year when, in the past, Canada has typi- 
cally had difficulty coping with adverse international shocks? 

An important reason is that Canada’s economic policy foundation is 
stronger today than it has been in several decades. There are two corner- 
stones of this foundation. One is the improved fiscal positions of govern- 
ments that have led to a declining ratio of public sector debt relative to the 
size of our economy. The second is an environment of low and stable infla- 
tion that is expected to persist, given the Bank of Canada’s target for inflation 
control. 

For most of the 1990s, Canadian monetary policy has been based on 
an explicit target for controlling inflation. And I believe we are seeing the 
benefits of this framework. A clear objective for monetary policy and the 
Bank’s firm commitment to that objective have helped to moderate fears of a 
resurgence of inflation. Inflation targeting has also helped the Bank to take 
timely action in response to changing economic and financial conditions and 
has improved our accountability for those actions. But most important of all, 
achieving a target of low and stable inflation is the best contribution that 
monetary policy can make to a productive, well-functioning economy. 

A crucial part of our monetary policy framework focused on inflation 
control is Canada’s flexible exchange rate regime. Without a flexible 
exchange rate, we could not have Canadian targets for inflation control. 
Moreover, exchange rate flexibility encourages and facilitates the necessary 
adjustments when the Canadian economy is hit by economic and financial 
disturbances. But this process works effectively only with the kind of solid 


economic policy foundation we now have. 
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Nonetheless, there will be times when large movements in the Cana- 
dian dollar may be a source of anxiety for Canadians. Indeed, the sharp 
decline in the external value of our dollar at the peak of the international 
financial crisis in 1998 was distressing to many. And it carried with it a 
potential loss of confidence among savers and investors in Canadian dollar 
assets. 

But that was a highly unusual period of intense uncertainty and tur- 
bulence. Viewed more broadly from the perspective of how well the Cana- 
dian economy has come through the difficulties of the past couple of years, 
the adjustments in our currency were mainly orderly and illustrated the 
effectiveness of the exchange rate as a shock absorber. A good measure of its 
success in this role is that Canadian interest rates have remained lower than 
comparable U.S. rates, apart from the period of 
turbulence, reflecting our lower inflation rate 
and the greater room for economic expansion in 
Canada. In the past, a depreciation of our cur- 
rency has frequently fed fears of inflation and 
has led to interest rate increases. 

The downward movement of the Cana- 
dian dollar from mid-1997 to the end of 1998 
was largely a response to the sharp decline in 





world prices of the primary commodities that 
Canada exports. Our economy had to adjust to 
this reality; the exchange rate decline facilitated a shift in activity from the 
primary sector to manufacturing and other export sectors. It also provided 
an additional incentive for these sectors to take advantage of a strong U.S. 
economy. Because of these adjustments, the Canadian economy continued to 
expand during 1998 and recorded a substantial pickup in 1999. 

During 1999, the global economy began to show signs of recovery. 
This was the result of steps taken by emerging-market economies to address 
their problems and of earlier reductions in interest rates by central banks in 
most industrial countries. And with the U.S. economy continuing to expand 
rapidly, commodity prices began to recover. By mid-1999, the Canadian 
economy had regained a strong momentum. Over the four quarters of 1999, 
the economy expanded by about 4 per cent, and 425,000 net additional jobs 
were created. By year-end, our economy was operating at close to full capac- 
ity, the trend of inflation was well inside the Bank’s 1 to 3 per cent target 
range, and the Canadian dollar had rebounded to around 69 U.S. cents. 
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One lesson from this experience is that 
the present monetary policy framework—infla- 
tion-control targets and a floating exchange 
rate—is working well. During 1999, there were 
a number of proposals to adopt a different 
framework, based on a fixed exchange rate or 
monetary union with the United States. Propo- 
nents of such change need to explain how their 
alternatives would have worked better. 

Another lesson from the global turbu- 





lence of the last couple of years is the impor- 
tance of international co-operation to reduce the 
likelihood of future crises and to establish mechanisms that would help us to 
manage better if crises do occur. Since mid-1997, the international commu- 
nity has worked hard to identify and promote ways to strengthen the inter- 
national financial system. Important steps have been taken to increase the 
information available on international financial flows and on the financial 
positions of emerging-market economies. These initiatives are designed to 
make international markets work better. The importance of an appropriate 
exchange rate regime is now widely recognized. Many emerging-market 
economies have adopted, or are considering adopting, floating exchange 
rates as well as inflation targets to help them manage their economies. And 
emerging-market economies are now actively involved in new international 
forums, such as the Group of Twenty countries and the Financial Stability 
Forum. The activities of these two groups and the role played by Canada are 
described in more detail on page 36. 

Let me now turn to the future and what we should expect from the 
Canadian economy. I am sure there are a number of questions and concerns 
on the minds of Canadians. Will the present economic expansion continue? 
Will living standards improve? By how much can our unemployment rate 
come down on a sustained basis? 

A crucial element in all of this will be our economic productivity. 
Productivity in Canada has been rising steadily, but we have not narrowed 
the gap with the higher level of productivity in the United States since the 
early 1970s. And in the last few years, Canada has not shared in the sharp 
improvement that has taken place in U.S. productivity. 

There are a number of positive signs. Our productivity growth has 
improved recently, and Canadian businesses have been investing heavily in 
machinery, equipment, and technology. These investment trends are similar 
to what occurred much earlier in the United States. 
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Uncertainty about the future growth of 
productivity raises an important issue for Cana- 
dian monetary policy. How much growth can 
we expect in the economy’s production capac- 
ity? On the one hand, our low-inflation environ- 
ment and the Bank of Canada’s commitment to 
maintaining it give us more room than we have 


had for some time to explore the economy’s full 





potential. However, because of the current 
strong momentum of the economy and the high 
levels of activity, the Bank must be careful to avoid approaching capacity 
limits too rapidly. We do not want to trigger bottlenecks and shortages that 
can put unnecessary pressure on inflation. Because of the time it takes for 
monetary policy to have its full impact on the economy, we can best achieve 
and maintain full potential if we approach capacity constraints gradually 
and carefully. This is likely to be the focus of Canadian monetary policy in 
the period ahead. 

You can be certain that any decision by the Bank of Canada to adjust 
interest rates will be designed to ensure that our economy continues to 
expand in a sustainable way. I cannot stress enough that the preservation of 
a low and stable inflation environment in Canada is the major contribution 
that monetary policy can make to help our economy achieve its full 
potential. 

I would also like to highlight several of 
the Bank’s other activities in 1999. 

Planning for the century date change 
was one of the Bank’s main priorities during 
1999. Bank staff worked with numerous groups 
from the Canadian financial sector. The neces- 
sary steps were taken to ensure that the Bank’s 
critical systems were year-2000 ready. The Bank 
also put in place contingency plans, including 
arrangements to deal with possible liquidity 
needs of the financial system. And the Bank 
worked closely with financial institutions to 
prepare for possible increases in the demand 
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for currency around the end of the year. These 


Senior Deputy Governor Malcolm Knight and 
Beverly Ruddy from Banking Operations check 
financial system made a smooth transition to out the new signature on a bank note. 


the year 2000. 


collaborative efforts paid off, and the Canadian 
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Canada’s new electronic system designed to handle large-value 
Canadian dollar payments began full operation in February 1999. Known as 
the Large Value Transfer System (LVTS), it now forms the core of the national 
payments system. This system is fully risk-proofed and represents a mile- 
stone in promoting the safety and soundness of Canada’s financial network. 

In 1999, the Bank also continued work on developing a new series of 
bank notes. Our efforts focused on taking full advantage of advanced secu- 
rity features that have been developed to deter counterfeiting. The Bank con- 
sulted widely with various groups on possible design themes for the new 
notes, the first of which will be issued in 2001. 

I would also like to mention the retirement in 1999 of the Bank’s 
Senior Deputy Governor, Bernard Bonin. During five years as Senior Deputy 
Governor and five years as a Deputy Governor, Mr. Bonin brought new 
insights to the Bank and made an important contribution to its restructuring. 

Our new Senior Deputy Governor is Malcolm Knight, whose 
appointment by the Bank’s Board of Directors was approved by the govern- 
ment, effective July 1999. Mr. Knight has spent most of his career at the Inter- 
national Monetary Fund, and all of us at the Bank appreciate the skills and 
experience he brings to his role as chief operating officer. 

Finally, | would like to express my gratitude to the Bank’s staff, 
who coped with the year’s challenges with skill, creativity, and some very 
long hours. 


Ph 
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What the Bank Does 


The Bank of Canada’s primary responsi- 
bilities, as set out in the Bank of Canada 
Act, are grouped into four broad areas. 


Monetary Policy 

The Bank’s most important responsibility 
is monetary policy. The goal of monetary 
policy is to preserve the value of money 
by keeping inflation low and stable. In 
doing so, monetary policy contributes to 
better economic performance and rising 
living standards for Canadians. 


Currency 

The Bank issues Canada’s bank notes. 
This involves note design (with particular 
emphasis on anti-counterfeiting features) 
as well as responsibility for printing and 
distributing new bank notes and replac- 
ing worn notes. 


Central Banking Services 

The Bank promotes a safe and sound fi- 
nancial system in Canada and provides 
funds-management services to the federal 
government. To promote a sound finan- 
cial system, the Bank regulates the major 
clearing and settlement systems through 
which financial institutions transfer funds 
or process and discharge payment obliga- 
tions from the purchase and sale of finan- 
cial instruments such as debt, equity, 
foreign exchange, or derivatives. As the 
federal government's banker, the Bank 
provides advice on managing the public 
debt, handles new borrowings, maintains 
bondholder records, and makes payments 
for interest and debt redemption. It also 
manages the government’s foreign ex- 
change reserves. Asa service to the public, 
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international Activities 


Many of the Bank’s activities have an 
international dimension. Bank staff 


-# work with Canadian government 
departments on international eco- 
nomic and financial issues 


+ collaborate with other central — 
banks 


+ participate in meetings of major 
international organizations 


+ take part in technical assistance 
programs for developing coun- 
tries 


the Bank holds unclaimed bank balances 
and helps people reclaim money left in 
unused accounts. 


Retail Debt Services 

Millions of Canadians hold Canada 
Savings Bonds and other debt instruments 
issued by the federal government. While 
management of this debt is under the 
direction of Canada Investment and Sav- 
ings, an agency of the Department of 
Finance, the Bank is responsible for main- 
taining debt registers and for servicing the 
accounts of debtholders. 


Corporate services 

The work in all of the above areas is 
supported by staff from five corporate 
services departments who ensure that 
infrastructure, human resources, and ad- 
ministrative services are provided reliably 
and cost-effectively. 
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How the Bank Works 


The Bank’s responsibilities are carried out 
by approximately 1,800 people working 
on a regular, temporary, or contractual 
basis in 11 departments at headquarters in 
Ottawa and in 5 regional offices across 
Canada. 


The Governing Council 

The Governor, the Senior Deputy Gover- 
nor, and five Deputy Governors sit on the 
Governing Council, which takes collective 
responsibility for the Bank’s affairs. This 
includes formulating and implementing 
monetary policy as well as dealing with 
broad organizational and strategic issues. 
The Governing Council works closely 
with the Board of Directors, which over- 
sees the management and administration 
of the Bank. 





The Management Forum 

Consisting of the Governing Council, Ad- 
visers, and Department Chiefs, this forum 
meets regularly to exchange information 
on management issues and to review pol- 
icy proposals. The group plays a key role 
in medium-term planning by helping to 
identify strategic issues and priorities. 


Delegation and Accountability 

The working environment at the Bank 
has become increasingly decentralized. 
Department Chiefs are responsible for op- 
erations and services in their own areas 
and are accountable to one of the Bank’s 
five Deputy Governors or to the Senior 
Deputy Governor. Agreements estab- 
lished each year between Department 
Chiefs and Deputy Governors set out the 
results expected and establish financial 
constraints for the departments. 
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The Governing Council: 
L-R, seated: Tim Noél, Sheryl Kennedy, Gordon Thiessen 
Standing: Malcolm Knight, Pierre Duguay, Paul Jenkins, Charles Freedman 
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Our Staff 


Over the past several years, the Bank’s 
operations have undergone significant 
change. While there has been considerable 
expansion of retail debt services to the 
federal government, the Bank’s three core 
functions have been fundamentally re- 
structured. As a result, there was an over- 
all decline in the total number of staff 
years of about 20 per cent from 1994 to 
1999. The composition of Bank staff has 
also shifted. It now includes a higher pro- 
portion of temporary and contract staff to 
provide greater flexibility in meeting 
varying work volumes and requirements 
for specialized skills. 


Staff Years 


Years 
2500 


2000 
1500 
1000 7 


500 





1994 1995 1996 1997 1998 1999. 


yy Regular staff _ Temporary/contract staff 





To meet its responsibilities to Cana- 
dians, the Bank has focused on creating a 
work environment that would attract, 
retain, and motivate staff. A cornerstone 
of this strategy was the development and 
implementation of a new compensation 
system between 1996 and 1999. The objec- 
tive of the new system was to bring 
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compensation—base pay, re-earnable 
performance pay, flexible benefits, and 
recognition—into line with comparable 
markets and then to maintain a competi- 
tive position based on annual market 
studies. 


Salary Expenses 











$ millions 
100 
80 
60 
40 
20 
1994 1995 1996 1997 1998 1999 
7) Regular staff ~~ Temporary/contract staff 


In 1999, the Bank adjusted its salary 
ranges by an average of 3 per cent. The 
Bank’s total salary expenses also rose 
owing to the additional staff needed to 
support the government’s retail debt pro- 
gram and higher costs for information 
technology professionals. As well, the 
Bank implemented re-earnable perform- 
ance pay, which resulted in a one-time in- 
crease in salary expenses. For 2000, salary 
range increases averaging 2.4 per cent 
have been implemented to maintain a 
market-competitive position. 


Key principles of the work environ- 
ment are set out in Our Commitment to 
Each Other. These principles underlie a 
number of programs at the Bank. In 1999, 
the Bank invested approximately $1,700 


The Bank at a Glance 





GL Wi? 
Annual Report 1999 


per regular employee in language train- 


ing, updating of technical skills, and skill — Our Commitment | 
development in the areas of policy and 
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analysis. The Bank also began a mentor- 


ing program in 1999 aimed at enhancing 


se ae, ; To f 
the organization’s learning culture. Ef- 0 Jon fet 2 covroumen: where 


| forts will continue in 2000 to build staff + people are respected, recognized, 
capabilities with an emphasis on recruit- and responsible 


ment, succession planning, and leader-  . 
# communication is open and 
ship development. Mone: 


The Bank also encourages flexible 


k FASE k + creativity, excellence, and learning 
work arrangements, including a telewor are encouraged and supported 


program. Communication with staff is a 
a ee + work arrangements are flexible 
priority and is supported by courses on 


communications skills, staff surveys, and responsibilities are defined 
our Bank-wide intranet, which provides + resources are allocated to get the 


information on policies, services available job done 


| to staff, and news about Bank events. 


The Bank is committed 
to employment equity, bilin- 
gualism, and workplace 
health and safety. In support 
of each of these programs, 
plans, objectives, and initia- 
tives are developed, and the 
Bank files annual reports on 
performance. Over the past 
few years, improvements 
have been made in the Bank’s 
bilingualism capacity and in 
the awareness of workplace 
health and safety issues. De- 


Daniel Racette, Visiting Special Adviser, spite significant staff reduc- 
conducts “Monetary Economics for Non-Economists.” tions over the past few years, 
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designated group representa- 
tion has remained stable. 
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Harold H. MacKay, QC* 
Regina, Saskatchewan 
Lead Director 


Winston Baker* 
St. John’s, Newfoundland 


J. Bernard Boudreau, QC+ 
Halifax, Nova Scotia 


Kit Chan 
Calgary, Alberta 


Walter Dubowec, FCA* 
Winnipeg, Manitoba 


Raymond Garneau, OC* 
Westmount, Quebec 
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James S. Hinds, Q 


The Board of Directors SERCO 


The Board of Directors is composed of 12 
Directors from outside the Bank plus the 
Governor and the Senior Deputy Governor. 
The Deputy Minister of Finance sits on the 
Board as a non-voting member. Directors are 
appointed for three-year terms by the Minister 
of Finance (subject to approval by the Gover- 
nor-in-Council) and may be reappointed at the 
end of their terms. The Directors come from 
across Canada, thereby providing an impor- 
tant link between the Bank and all regions of 
the country. 

The Board meets at least seven times a 
year and also works through a series of com- 
mittees. The Executive Committee, which is 
composed of four external Directors, the Gov- 
ernor, the Senior Deputy Governor, and the 
Deputy Minister of Finance, may deal with any 
matter within the mandate of the Board and 
meets when it is not practical to assemble the 
full Board. The Planning and Budget Commit- 
tee and the Human Resources and Compensa- 
tion Committee play important roles in 
approving key financial and staffing plans. 
The Audit Committee reviews the audit plan 
of the external auditors and the Bank’s finan- 
cial statements and monitors the adequacy of 
internal controls. The Board also has a Prem- 
ises Committee and a Corporate Governance 
Committee. 

The Board, with the approval of the Gov- 


ernor-in-Council, establishes the fees paid to 
the Directors for the performance of their du- 
ties. Total compensation paid to outside Direc- 
tors in respect of their responsibilities in 1999 
was $176,000. 


Barbara Hislop 
Vancouver, 
British Columbia 


Aldéa Landry, QC 
Moncton, 
New Brunswick 


Paul Massicotte 
St-Laurent, Quebe 


Judith Maxwell, Ch 
Ottawa, Ontario 





C. Scott Clark** Barbara Stevenson 


Deputy Minister Charlottetown, 
of Finance Prince Edward Isla 
(Ex officio) 





* 


Member of the Executive and Corporate Governance Committees 
Member of the Executive Committee 
+ Mr. Boudreau resigned on 4 October 1999. 
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The Board’s Role 


Under the Bank of Canada Act, the Gover- 
nor and the Board of Directors play differ- 
ent, but interactive, roles in the manage- 
ment of the Bank. The Governor is the 
Bank’s chief executive officer and is re- 
sponsible for monetary policy and for the 
conduct of other Bank business. The Board 
is responsible for general oversight of the 
Bank and, in that capacity, focuses its ef- 
forts on financial, human resource, and 
administrative matters. Of particular sig- 
nificance, the Board is responsible, with the 
approval of the Governor-in-Council, for 
appointing the Governor and the Senior 
Deputy Governor. The Board also appoints 
the Deputy Governors. 


Board Stewardship 


One of the Board’s most important tasks is 
its role in establishing the Bank’s strategic 
direction and corporate plan. The core 
businesses of the Bank, in common with 
other central banks, are being affected by 
a rapidly changing technological and in- 
ternational environment. During 1999, the 
Board oversaw a process to help identify 
these influences and propose appropriate 
responses. Monitoring the Bank’s per- 
formance in this changing environment is 
another important element of the Board’s 
stewardship. During the year, the Board 
received reports and approved initiatives 
related to the various functions of the 
Bank. A particular focus was the century 
date changeover and, at each of its meet- 
ings, the Board reviewed management's 
internal and external preparations. In its 
first meeting in 2000, the Board participat- 
ed with management in an assessment of 
how the Bank’s business objectives for 
1999 had been met. 


The Board was actively engaged in 
its human resources responsibilities. A 
key part of that activity was the comple- 
tion of the selection process for a new Sen- 
ior Deputy Governor, which had begun in 
1998. In May 1999, the Board appointed 
Malcolm Knight, effective 5 July 1999, 
as Senior Deputy Governor to replace 
Bernard Bonin, who was retiring. The 
Board also addressed other succession- 
planning issues. These included the ap- 
pointment of Pierre Duguay as a Deputy 
Governor and a series of promotions and 
rotations to broaden the experience of the 
present executive management group. 
More generally, the Board helped shape 
plans for the development of future man- 
agers throughout the Bank with special 
attention to key leadership skills, employ- 
ment equity, and bilingualism. 


As is its regular practice, the Board 
reviewed the performance of the Gover- 
nor and Senior Deputy Governor and con- 
tributed to the performance reviews of the 
Deputy Governors. 


Other Governance Issues 


To effectively oversee the Bank’s affairs, 
the Board must be able, where required, to 
operate independently of management. 
With this in mind, the Board has intro- 
duced a number of best practices and gov- 
ernance principles from both the private 
and public sectors and reviews them reg- 
ularly to ensure that they remain current. 
To assist in this process, the Board has es- 
tablished a Corporate Governance Com- 
mittee composed of the four external 
Directors who sit on the Executive Com- 
mittee and chaired by the Lead Director. 
Among its other duties, the committee 
reviews the annual cycle of agenda items 
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and the quality of the information pre- 
sented to the Board to determine whether 
agenda revisions are needed or additional 
information is required. To shape the 
agenda throughout the year and to ensure 
an opportunity for independent expres- 
sion, the external Directors meet privately 
at the end of each Board meeting. The 
Lead Director then brings the Directors’ 
input to the attention of the Governor. The 
Corporate Governance Committee also 
began a review of the terms of reference of 
the various committees to ensure that they 
accurately reflect the responsibilities of 
each committee. 


VOae 


During the year, the Board assisted 
management in reviewing the Bank of 
Canada Act to identify amendments that 
would address the changing financial 
environment and other issues affecting 
the Bank. 

The Board annually assesses its own 
performance. In 1999, the Board conclud- 
ed that the measures put in place during 
the year ensured that it would continue to 
be able to fully exercise its stewardship of 
the Bank’s affairs. 
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The Year-2000 Challenge 


Participants in Canada’s financial sector, 
including the Bank of Canada, recognized 
early the need to address potential prob- 
lems associated with the date change to 
the year 2000. Extensive preventive meas- 
ures were undertaken. Critical systems 
were identified, changes were made 
where necessary, and then these systems 
were tested. Testing with external part- 
ners and on an industry-wide basis was 
also carried out. 

The financial sector fully expected 
to operate on a “business as usual” basis. 
Nevertheless, contingency plans were ex- 
amined and revised to address possible 
year-2000 concerns. In addition, arrange- 
ments were put in place to manage the 
rollover weekend into the new year. These 
extraordinary activities were regarded as 
prudent measures to facilitate the uninter- 
rupted delivery of financial services into 
the year 2000. Indeed, major banks and 
other deposit-taking institutions guaran- 
teed to their customers that their money 
would be safe in deposit accounts and that 
financial records would be fully protect- 
ed. The Bank of Canada made similar 
guarantees to holders of Canada Savings 
Bonds and other retail government debt. 


Contingency Planning 

Financial institutions and the operators of 
important systems shared by the financial 
sector developed contingency plans to 
deal with possible year-2000 problems, in- 
cluding plans to address possible liquidi- 
ty needs. Typically, these plans included 
the availability of alternative operation 
sites, alternative communication arrange- 
ments, and manual backup procedures. 
The Bank of Canada, like other central 


In preparation for the year 2000, the 
Bank adapted and tested its internal _ 
systems and reviewed and modified 
as necessary its contingency plans. 
From 1997 to 2000, the cost of meet- 
ing the year-2000 challenge was _ 
approximately $23 million (external 
expenditures of $11.7 million for 
year-2000 compliance work; $5.1 mil- 
lion for contingency planning and 
bank note transportation; and 
$6.0 million for the work of regular 
Bank staff). 


banks around the world, examined the 
role that it could play in dealing with the 
consequences of any interruption in the 
operation of major clearing and settle- 
ment systems, or with extraordinary 
liquidity needs at financial institutions. 
Some of the special arrangements put in 
place by the Bank were outlined in its 
press release of 2 September 1999. 

First, the Bank established a Special 
Liquidity Facility for solvent financial in- 
stitutions with acceptable collateral that 
participate directly in the Large Value 
Transfer System (LVTS). This special facil- 
ity assured these institutions—as well as 
users of the financial system—that if unu- 
sual demands for liquidity arose, they 
would be met. This facility was made 
available from 1 November 1999 to 
31 March 2000. 

Second, the Bank of Canada expand- 
ed the range of collateral it was prepared 
to accept during this period to support the 
provision of liquidity under normal or ex- 
traordinary circumstances. Ordinarily, 
liquidity loans must be fully collateralized 
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by securities such as Government of Can- 
ada securities. By expanding the range of 
collateral to include such things as com- 
mercial paper and security in loan portfo- 
lios, the Bank helped to address concerns 
of financial institutions regarding their 
ability to borrow large amounts from the 
Bank to meet unusual liquidity demands. 
The Bank put measures in place to reduce 
any risks associated with this expansion 
of eligible collateral. 

The third measure addressed 
concerns that normal year-end technical 
factors, magnified by year-2000 concerns, 
might cause the overnight interest rate to 
move above the top of the Bank’s operat- 
ing band. To keep the average interest rate 
for overnight funds within the operating 
band during the year-end period, the 
Bank stated that it would supply addition- 
al settlement balances in the LVTS and ex- 
tend its use of Special Purchase and Resale 
Agreements (SPRAs). SPRAs are transac- 
tions between the Bank and primary deal- 
ers that are used to offset upward 
pressure on the overnight rate when it is 
trading above the centre of the operating 
band. 


Bank Notes 

The Bank of Canada worked with finan- 
cial institutions to prepare for possible 
increases in the demand for bank notes 
around the end of 1999. Although it nor- 
mally maintains a large reserve of notes to 
meet public demand in peak periods and 
extraordinary circumstances, the Bank felt 
that it was important for Canadians to be 
confident that bank notes would be avail- 
able to meet their needs. The Bank signifi- 
cantly increased its note inventory to 
approximately $23 billion, about four 
times the normal amount. This was done 


cost-effectively by printing notes that oth- 
erwise would not have been printed until 
2000 and 2001 and by stockpiling old 
notes that would otherwise have been 
destroyed. The Bank worked closely with 
armoured car companies and deposit- 
taking institutions to ensure that the larger- 
than-normal inventory was distributed 
across the country, where it would be 
easily accessible to financial institutions to 
meet potential increases in demand. 





During December 1999, the value of 


bank notes in circulation increased some- 
what beyond the normal levels for that 
time of year. As of 31 December 1999, it is 
estimated that there was about $5.5 billion 
more in circulation than would otherwise 
have been expected. Most of this increase 
reflected the larger-than-normal invento- 
ries of bank notes that were being held by 
financial institutions as a precaution 
against possible increases in demand from 
households and businesses. The demand 
for extra bank notes from the public did 
not prove to be very great. Canadians 
appeared to be very confident that their 
financial institutions, as well as payment 
methods such as debit or credit cards, 
would continue to function normally 
going into the year 2000 and beyond. By 
the second week in January 2000, the value 
of bank notes in circulation had almost 
returned to normal levels. 


Year 2000 
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Communication 

Financial sector participants recognized 
that informing the public of the extensive 
preparations that they were undertaking 
was essential to a successful rollover into 
the year 2000. As 1999 wound down, 
many believed that the Canadian financial 
sector was So well prepared that the major 
issue was no longer a technical one. Rath- 
er, it was an issue of dealing with possible 
responses by individuals or market partic- 
ipants, whose year-2000 concerns could 
prove to be more damaging than the year- 
2000 problem itself. 

As part of the effort to inform the 
public of the high degree of financial 
sector preparedness and to encourage 
the public to take appropriate and well- 
considered responses to year-2000 con- 
cerns, the Bank of Canada established an 
extensive Y2K Web page (with links to 
other year-2000 Web sites). 

There were also speeches by mem- 
bers of the Governing Council, media in- 
terviews and briefings, articles, and press 
releases. The Bank emphasized that no 
problems were expected with various 
non-cash methods of payment including 
credit cards, debit cards, other forms of 
electronic funds transfer, and cheques. 
The Bank advised Canadians that the 
safest place for their money was with their 
financial institutions and that they should 
prepare for the century-changeover week- 
end much as they would for any other 
long weekend. 
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The Changeover 

The transition into the year 2000 went 
very smoothly, both in Canada and 
abroad. In the financial sector, markets 
and institutions closed normally on 

31 December. Retail payment systems, 
including debit cards, credit cards, and 
automated banking machines functioned 
with no disruptions into the new year. 
Services such as on-line and telephone 
banking operated smoothly, and branches 
reopened without incident following the 
long weekend. The increased demand for 
bank notes was easily accommodated 
from the larger-than-normal inventories 
held by the Bank of Canada and financial 
institutions. Major financial service infra- 
structures, such as payments systems 
operated by the Canadian Payments 
Association and clearing and settlement 
systems that handle transactions involv- 
ing securities, equities, derivatives, and 
mutual funds all performed normally. The 
Bank did not receive any requests for 
loans from financial institutions eligible to 
borrow under the Special Liquidity Facili- 
ty. Primary dealers did make some use of 
SPRAs in December. No unusual move- 
ments occurred in overnight interest rates. 
As expected, it was “business as usual” 
during the century-changeover weekend 
and beyond. Nevertheless, financial sec- 
tor participants will continue to monitor 
developments over the next year for any 
year-2000-related issues. 
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Cross-Border 


Communication 





Efficient communication among 
financial market authorities around 
the world was essential for a smooth 
transition into 2000. 

The Joint Year 2000 Council— 
representing banking, insurance and 
securities supervisors, and payments- 
system experts worldwide—estab- 
lished the Market Authorities Com- 
munications Services to help share 
information and coordinate action. 

Developed and operated by the 
Bank for International Settlements, 
this service provided timely contact 
information for regulators in major 
financial markets. It collected and 
disseminated information on the 
operational status of core financial 
markets, institutions, and infrastruc- 
tures, and created an electronic 
service to post announcements on 
developments in national markets. It 
also made arrangements for confer- 
ence calls within the global regula- 
tory community. 


The Bank of Canada, along with - 


the Office of the Superintendent of 
Financial Institutions and the Ontario 
Securities Commission, provided 
information regarding year-2000 
developments in Canadian financial 
markets. 


The extraordinary preparations 
taken by the private and public sectors 
during the last few years undoubtedly 
contributed a great deal to the smooth 
transition to the year 2000. Of particular 
note was the high degree of co-operation 
between private and public sector entities. 
Information was readily shared, and con- 
tingency plans and communications initi- 
atives were harmonized. As a result, the 
financial sector now has more robust 
contingency plans and better communica- 
tions networks that will stand it in good 
stead in the future. 


Year 2000 
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Monetary Policy Meeting the Inflation Target 


The Bank’s core measure of inflation, 
which had fallen to the bottom of the tar- 
get range in 1998, moved up towards the 
middle of the range by the second half of 
1999. At the end of the year, core inflation 
was 1.6 per cent. This movement largely 


The goal of Canadian monetary policy is 
to contribute to solid economic perform- 
ance and rising living standards for all 
Canadians by keeping inflation low and 
stable. Specifically, the Bank aims to keep 
the trend of inflation, as measured by the 


consumer price index (CPI), inside a tar- reflected the reduction of excess capacity 


brought about by Canada’s strong eco- 


get range of 1 to 3 per cent. This target 
nomic expansion. It also reflected some 


range, established jointly with the govern- 
temporary factors, such as the lagged ef- 


ment, was extended in February 1998 to 
the end of 2001. A long-term target con- 
sistent with price stability will be estab- 
lished by the end of 2001. 


fects of the depreciation of the Canadian 
dollar in 1998, which pushed up the prices 
of imported goods and services. The over- 
all consumer price index rose 2.6 per cent 
through the year, significantly higher than 
core inflation because of sharp increases 
in fuel oil and gasoline prices. 

The average private sector forecast for 
the CPI has remained near the centre of 
the Bank’s inflation-control target range. 
For example, the Conference Board’s latest 
Survey of Forecasters calls for an average 





of 2.2 per cent this year and 2.0 per cent 
in 2001. 


The Bank carries out monetary 
policy through its influence on short- 
term interest rates and thereby onthe [RSSMCia tite rel) 
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Longer-term expectations of inflation, 
as reported in surveys of business fore- 
casters, also remained at the midpoint of 
the Bank’s target range. The yield spread 
between conventional and inflation- 
indexed bonds, which also tends to reflect 
longer-term inflation expectations, nar- 
rowed significantly in the autumn of 1998 
amid talk of global deflation. During 1999, 
it widened again to settle near the centre 
of the Bank’s target range for inflation. 

The Canadian economy posted an im- 
pressive performance in 1999. It grew by 
close to 4 per cent, and the unemployment 
rate fell to a 23-year low of 6.8 per cent at 
year-end. The economy benefited greatly 
from the remarkable strength of the U.S. 
economy. The pickup in Europe and the 
recovery of some of the Asian economies 
that had been most hurt by the financial 
crisis also helped, as did the turnaround 
in the prices of the key primary commod- 
ities that we export. The economy was 
also buoyed by relatively low interest 
rates, rising employment, and a growing 
sense of consumer confidence, which 
supported stronger domestic spending. 
In light of the strong momentum of 
the Canadian economy, the Bank Rate 
was raised on 17 November 1999 and 
3 February 2000, to preserve the low rate 
of inflation needed for a sustainable 
economic expansion. 


Assessing International 
Developments 

International developments influence the 
Canadian economy and our financial mar- 
kets. The Bank therefore devotes consider- 
able time and energy to understanding 
and anticipating events in other countries. 
It also advises the Government of Canada 
on international financial and economic 
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issues. The Bank works closely with other 
central banks on matters of monetary 
policy and financial stability. It also main- 
tains close contacts with international 
economic and financial institutions, 
sharing information and debating current 
issues. 

There were significant changes in 
world currency arrangements during 
1999. The year began with the launching 
of the European single currency (the 
euro), an event that generated increased 
interest in the feasibility of common cur- 
rency arrangements for other areas of the 
world. The merits of currency boards and 
“dollarization”—the adoption of the U.S. 
dollar as currency—were also widely 
debated, particularly in Latin America. 
Equally significant was the adoption of 
floating exchange rates and inflation 
targets in a number of emerging-market 
countries. In 1999, Brazil and Colombia 
joined this group. The Bank responded 
to calls from a number of countries for 
technical advice on the conduct of mone- 
tary policy based on its experience with 
inflation targeting. 


A History of the 


CANADIAN DOLLAR 


BANK OF CANADA 





one 


oe 


notes. Changes to the legislation in 1999 made it 


possible for the Bank to use bank notes as illustrations 
in this new publication by James Powell, Chief of the 


International Department. 


An Account of Our Stewardship 


27 | 


In the past, it was illegal to reproduce images of bank 
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With the global economy recovering 
from the turmoil of 1997-98, the interna- 
tional community investigated new and 
better ways to prevent and resolve finan- 
cial crises. Flexible exchange rates figured 
prominently in these discussions about 
how to prevent financial crises and mini- 
mize the damage they cause. It became 
apparent that, in general, those countries 
with floating exchange rates were able to 
adjust more promptly to disturbances and 
achieve a stronger economic turnaround. 


Carrying Out Research 
and Analysis 
The formulation of monetary policy rests 
primarily on analysis and research. To en- 
sure that its research is sound, the Bank 
cultivates relationships with academics 
and other researchers through confer- 
ences, seminars, informal contacts, and 
publication of staff research. 

In 1999, the Bank hosted a conference 
dealing with the role of monetary aggre- 


gates in policy deliberations. The confer- 





Bank of Canada conference on Money, Monetary Policy, 





ence proceedings will be published later 
this year and will also be posted on the 
Bank’s Web site. A seminar will be held in 
the spring of 2000 to discuss research on 
the issues involved in designing a long- 
term target for price stability. 

A significant amount of research has 
been carried out on the merits of flexible 
exchange rates for Canada and on the 
consequences of alternative currency 
arrangements. Some of this work was 
discussed in national and international 
forums in 1999 and will be the central 
theme of the Bank’s next conference in the 
autumn of 2000. Also featuring promi- 
nently in the Bank’s research program 
were the conduct of monetary policy 
under uncertain conditions and the iden- 
tification of a broad set of indicators of 
capacity and inflation pressures when the 
economy is operating near its potential. 
Efforts continued to be devoted to deep- 
ening the Bank’s understanding of how 
Canadian financial markets function and 
how the evolving structure of these mar- 
kets affects the behaviour of 
the Canadian economy. 


Promoting 
Understanding of 
Monetary Policy 

With the Canadian economy 
approaching its produc- 
tion capacity, the Bank’s ex- 
ternal communications have 
focused on the risks facing 
monetary policy. They also 
stressed the need for timely 
adjustment of the Bank Rate 
to preserve the low trend of 
inflation and thus support 
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sustainable economic expan- 


and Transmission Mechanisms, November 1999 sion in Canada. 
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In 1999, the Bank reviewed its com- 
munications activities to ensure a continu- 
ous and well-integrated approach. To 
further this objective, the Bank will now 
publish a formal update of its semi-annual 
(May and November) Monetary Policy 
Report each February and August. 


Staff in the Bank’s regional offices as- 
sisted Directors and Governing Council 
members with their communications ac- 
tivities across Canada. They maintained 
contact with provincial governments, 
industries, educational institutions, and 
the general public. They also continued to 
refine their methodology for gathering 
information on current and prospective 
economic developments. Each quarter, 
the regional offices presented the Govern- 
ing Council with the results of a survey of 
about 100 firms and associations—a 
“srassroots” assessment of the state of the 
economy and a complement to the eco- 
nomic projection prepared by Bank staff. 


The Bank’s Web site has become a con- 
venient source of information, offering an 
ever-widening range of financial statis- 
tics, publications, and Bank-related 
material. A module illustrating the 
transmission of monetary policy was 
added in 1999, as well as an interactive 
inflation calculator that demonstrates the 
effects of inflation on the value of money 
over the past 85 years. 


Operating Expenses 


The Bank spent $39 million in 1999 
(approximately 18 per cent of its total 
operating expenses) on formulating and 
implementing monetary policy. This rep- 
resents a decrease of nearly $1.7 million 
from 1998. Two main factors explain this 
decline: the completion in 1998 of the 
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redevelopment of the Bank’s system for 
processing data collected from financial 
institutions; and the collection of fees 
under a cost-sharing agreement with the 
Office of the Superintendent of Financial 
Institutions and the Canada Deposit In- 
surance Corporation for the processing of 
these data. 

As pointed out earlier, communica- 
tion is an important aspect of the conduct 
of monetary policy. External communica- 
tions activities accounted for 31 per cent 
of monetary policy expenses. This in- 
cludes the time spent by all members of 
the Governing Council on speeches and 
regional outreach, the preparation and 
production costs of publications, and the 
activities of regional representatives. 


Monetary Policy Activities as a Proportion 


of Total Bank Expenses 


Communications $12 million | 


Research $12.5 million 





Current analysis and projection $14.5 million | 
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Currency 


Every day, Canadians make hundreds of 
millions of transactions using bank notes. 
They rely on the Bank of Canada to pro- 
vide an adequate supply of quality bank 
notes that are secure against counterfeiting. 
During 1999, the Bank broadened and 
intensified its program of public educa- 
tion about the security features of genuine 
bank notes. It continued to pursue re- 
search and development work on bank 
note technology and security. It carried on 
with activities related to the issuance of a 
new Series of bank notes and, together 
with its partners in the Bank Note Distri- 
bution System, completed thorough and 
extensive preparations for the year 2000. 


The Incidence of Counterfeiting 
Counterfeiting remains at relatively low 
levels in Canada. Counterfeits make up 
only a small fraction of one per cent of the 
total value of notes in circulation. Never- 
theless, counterfeiting has increased in 
recent yeats, 
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The value of counterfeit notes found 
in circulation doubled between 1997 and 
1998, owing mainly to a sharp increase in 
the number of counterfeit $100 notes. In 
contrast, the value of counterfeit notes 
found in circulation fell during 1999. The 
change from 1998 to 1999 can be attributed 
chiefly to declines in the counterfeiting of 
$10, $20, and $1,000 notes. 


Counterfeit bank notes can be 
readily distinguished by the 
absence of the gold-to-green col- 
our shift in the Optical Security _ 
Device—the shiny rectangle in the 
upper left-hand corner of genuine 
$20, $50, $100, and $1,000 notes. 
Counterfeit notes also lack the 
other security features found on 
genuine notes, such as the raised 
ink in the portraits and the green 
dots or planchettes that can be 
peeled off. 


For more information, 

telephone 1-888-513-8212 or 

visit the Bank’s Web site 
(http://www.bank-banque-canada.ca). 


The Bank works closely with the 
Royal Canadian Mounted Police (who 
are responsible for enforcing Canada’s 
anti-counterfeiting laws) to monitor and 
analyze counterfeiting in Canada. This 
provides valuable support both to coun- 
terfeiting investigators and to the Bank’s 
currency education program. 
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Currency Education 

The best defence against counterfeiting is 
an informed public that readily recogniz- 
es the security features of genuine bank 
notes. 

Throughout 1999, the Bank continued 
to broaden its currency-education pro- 
gram. Bank staff made some 280 presenta- 
tions to cash handlers in the retail and 
financial services sectors, business 
groups, educational institutions, and law 
enforcement agencies to increase their 
awareness of the key security features of 
genuine bank notes. Those presentations 
were complemented by the distribution of 
posters, leaflets, and training videos and 
by the programs of the Currency Museum. 

Over the next two to three years, the 
Museum will develop Web-based pro- 
grams and exhibits on Canada’s numis- 
matic heritage and on the roles and 
responsibilities of the Bank. 


Bob Dolomont, from our Atlantic regional office, 
in a presentation to the Canadian Society for Industrial Security, 
Moncton, New Brunswick 


Research and 
Development 


New bank note technology 
and security are a powerful 
defence against counterfeiting. 

The Bank’s research and 
development program focuses 
on combating counterfeiting 
threats from advances in copi- 
er and computer technologies 
and on improving bank note 
production methods. 

During 1999, the Bank 
studied new anti-counterfeit 





ing devices as well as the 
material on which bank notes 
are printed. The overall aim of 
the program is to develop a new type of 
Canadian bank note, one that can be mod- 
ified over time in response to new techno- 
logical threats. Accordingly, the Bank is 
drawing upon expertise from bank note 
printing companies, law enforcement 
agencies, and leading note-issuing au- 
thorities around the world. The Bank is 
also consulting the general public, gov- 
ernment officials, and visually impaired 
Canadians about design themes and 
features for the new notes. 


The New Note Series 
The Bank is planning to begin to issue the 
first notes in the new series during 2001. 
The introduction of the new notes would 
continue over the next two to three years. 
During 1999, efforts were focused on 
integrating advanced security features 
into an overall note design. The new notes 
will incorporate a suite of security 
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features using improvements in bank 
note technology, production techniques, 
and durability. In addition to enhancing 
security, the improvements are expected 
to reduce the costs of bank note produc- 
tion. As a result of work with financial in- 
stitutions and equipment manufacturers, 
the introduction of the new series is not 
likely to require significant changes to 
current note-handling facilities and 
equipment. 





In November 1999, for the first 
time in its history, the Bank of 
Canada auctioned off surplus 
bank note material to collectors. 


None of this material was part of 
the National Currency Collection. 
The public auction route was cho- 
sen to ensure that the sale was 
open to all Canadians. 

Specimen bank notes of ear- 
lier series and low serial number 
notes from the 1969-79 series were 
offered at an auction in Toronto 
and through fax and e-mail bids. 
The sale generated considerable 
interest among collectors and the 
general public, and lots sold well 
above their expected values. 


Operating Expenses 

Expenses for currency operations were 
$72.7 million during 1999, or about 33 per 
cent of the Bank’s total operating expenses 
during the year. These expenses represent 
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Currency Activities as a Proportion 


of Total Bank Expenses 





Research and 
development $4.3 million 
Distribution $35.4 million al i" 


Production $33 million 


ya 





an increase of $15.2 million, or some 

26 per cent, over 1998. This significant in- 
crease is attributable to year-2000 prepa- 

rations. New notes that would have been 
printed in 2000 and 2001 were printed in 

1999 and were also distributed across the 
country. 

Currency expenses are reduced by 
revenue from the sale of optical security 
material. For many years, the Bank has 
been producing the optical security mate- 
rial for its own use in the rectangular 
gold-green security patch on high-value 
Canadian notes. Other versions of the 
material have been made available for sale 
on a commercial basis to official issuers of 
bank notes in other countries. In 1999, 
revenue from these sales increased 
significantly. 

Without expenses related to the year- 
2000 date change, expenses for currency 
operations during 1999 would have been 
$56 million, still a significant percentage 
of the Bank’s total operating expenses 
during the year, but some 3 per cent below 
actual expenditures during 1998. 
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Central Banking Services 


The Bank’s central banking services function 
has two main objectives: to promote a safe 
and sound financial system in Canada and 
to provide efficient funds-management 
services to the federal government. 


Promoting a Safe Financial 
System 


Oversight of major clearing and 
settlement systems 

Under the Payment Clearing and Settle- 
ment Act (PCSA), the Bank of Canada is 
responsible for the oversight of Canada’s 
major clearing and settlement systems. 
These are the systems through which 
financial institutions transfer funds or 
process and discharge payment obliga- 
tions from the purchase and sale of finan- 
cial instruments such as debt, equity, 
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foreign exchange, or derivatives. The 
Bank reviews the arrangements that are 
used to manage and control risks in these 
systems to ensure that the financial sys- 
tem would not be seriously disrupted if a 
participant failed. 


LVTS begins full operations 


On 4 February 1999, the Large Value 
Transfer System (LVTS) began full opera- 
tions. It was designed and built by the 
Canadian Payments Association, which is 
made up of deposit-taking institutions 
and the Bank of Canada. The LVTS now 
forms the core of the national payments 
system, processing large-value or time- 
critical payments quickly and continuous- 
ly throughout the day. The LVTS plays a 
particularly important role in the settle- 
ment of Canadian dollar payment obliga- 
tions arising from securities and foreign 


The LVTS and the Bank of Canada 





Once it began operations, the LVTS was designated under the Payment Clearing and 
Settlement Act as subject to Bank of Canada oversight. This ensures ongoing moni- 
toring of the arrangements to control potential risks. It also provides greater legal 
certainty that payments will be settled even if one or more participants should fail. 
To address any remaining concerns about risk in the existing payments system—the 
Automated Clearing Settlement System—the Bank of Canada and LVTS participants 
are working to bring most large-value payments into the LVTS. 

The LVTS has also enabled the Bank to act as settlement agent for the Debt 
Clearing Service (DCS) without incurring significant risk. The DCS is an electronic 
clearing and settlement system that handles transactions involving Canadian dollar 
bonds and money market securities. With the Bank acting as settlement agent, so- 
called “banker risk” has been eliminated for the DCS and its participants. Banker risk 
refers to the possible failure of a private sector institution acting as settlement agent. 
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exchange transactions. By providing cer- 
tainty of settlement for each payment 
message it accepts, the LVTS significantly 
reduces risk in Canada’s payments sys- 
tem. Its introduction has brought Canada 
in line with the best international practic- 
es for handling large-value payments. The 
system currently processes an average of 
13,500 payments each day for a total daily 
average of just over $100 billion. 


Clearing and settlement systems 

for foreign exchange 

The LVTS will permit the Canadian dollar 
to be included in cross-border, multi- 
currency clearing and settlement systems, 
such as arrangements to be operated by 
the CLS Bank International. This arrange- 
ment is designed to significantly reduce 
and control the risks associated with the 
settlement of foreign exchange transac- 
tions. To do this, the CLS Bank requires 
the co-operation of central banks whose 


The CLS Bank will be a special- 
purpose bank under U.S. federal 
law and will be supervised by the 
Federal Reserve. Headquartered 
in New York, it will have opera- 
tions in London and New York. 
The Bank is wholly owned by 
CLS Services (CLSS), a holding 
company with headquarters in 
London. CLSS currently has over 
60 shareholders from 14 countries 
(including a number of Canadian 
banks). Ownership is open to 
qualified financial institutions. 


currencies (such as the Canadian dollar) 
will be part of this service. The Bank of 
Canada has indicated that it will provide 
a settlement account and act as the settle- 
ment agent for the CLS Bank. Under this 
arrangement, the Bank of Canada, the 
LVTS, and the DCS will be required to 
open at 12:30 a.m. each business day to 
overlap with the business hours of pay- 
ments systems in Europe and the Far East. 

The Bank of Canada is part of a group 
of central banks that is discussing with 
CLS Services the exact nature of its risk- 
containment and settlement arrange- 
ments. While a firm start-up date has not 
yet been determined, the service is likely 
to start operations in 2001. 


Core principles for major 

payments systems 

The Bank of Canada is a member of a task 
force made up of 23 central banks, the In- 
ternational Monetary Fund (IMF), and the 
World Bank. The task force is developing 
a set of core principles that major pay- 
ments systems should satisfy to be consid- 
ered safe and efficient by public sector 
authorities. It has also addressed the re- 
sponsibilities of a central bank in applying 
these principles. A draft of the core princi- 
ples was released for comment in Decem- 
ber 1999. After publication of the final 
report, the Bank intends to incorporate the 
core principles into the guidelines issued 
under the PCSA and to apply them to sys- 
tems designated under the Act. 

As part of its recent review of Cana- 
da’s financial sector stability, the IMF 
agreed with the Bank of Canada’s assess- 
ment that the LVTS is in full compliance 
with the draft core principles. 
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IMF Assesses the Stability of 
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In the autumn of 1999, as part of a 
pilot project, the IMF conducted 
an assessment of the Canadian 
financial system. Formally called a 
Financial System Stability Assess- 
ment, the exercise is aimed at 
helping governments make 
improvements to increase the 
resilience of the financial sector. © 
The IMF noted that Canada has a 
financial system that is sound and 
stable and that its regulatory 
framework shows a high degree of | 
compliance with major interna- 
tional standards. 


Entry of foreign bank branches 

into Canada 

In June 1999, the federal government 
amended banking legislation to permit 
foreign banks to operate in Canada 
through branch offices. This raised a 
number of risk issues for clearing and set- 
tlement systems because foreign banks 
will be subject to the legal regime of their 
incorporating jurisdiction as well as to Ca- 
nadian law. To address these issues, the 
PCSA was amended to allow the Gover- 
nor of the Bank of Canada to judge wheth- 
er the direct participation of a foreign 
bank branch in a clearing and settlement 
system designated under the Act would 
pose an unacceptable risk. Where the 
Governor concludes that such risks exist, 


the Governor can prohibit or place condi- 
tions on the participation of a foreign 
bank branch in the designated system. 


Policy development for the 

financial sector 

Following the September 1998 report by 
the Task Force on the Future of the Cana- 
dian Financial Services Sector, the federal 
government published a policy paper in 
June 1999 outlining a modified policy 
framework for the Canadian financial 
sector. 

The Bank played a significant role in 
the work leading up to the policy paper, 
providing analysis and advice to the 
Department of Finance on many issues 
affecting the safety and efficiency of the fi- 
nancial sector. Of particular importance to 
the Bank were proposals to give life insur- 
ance companies, securities dealers, and 
money market mutual funds access to the 
payments system. And, given the Bank’s 
oversight responsibilities under the 
PCSA, another area of considerable inter- 
est was greater public oversight of the 
operations of the Canadian Payments 
Association and possibly other payments 
systems. 


Publication of policies, standards, 
and procedures 

During 1999, as part of its activities aimed 
at promoting the stability of Canada’s 
financial system, the Bank developed pol- 
icies, standards, and procedures 
governing the purchase and sale by the 
Bank of certain securities and other finan- 
cial instruments under conditions of se- 
vere and unusual financial market or 
financial sector stress. The Bank of Cana- 
da Act gives the Bank the discretionary 
power to carry out such transactions, and 
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the policies, standards, and procedures 
clarify the types of securities that would 
be eligible and the circumstances under 
which such transactions might be consid- 
ered. As required by the Act, the policies, 
standards, and procedures were pub- 
lished in the Canada Gazette; they are also 
posted on the Bank’s Web site. 


Funds-Management Services 


Government borrowing 
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and bond offerings and advises on the 
structure of the public debt. Initiatives in 
1999 were directed towards enhancing the 
liquidity of the government's outstanding 
debt. For example, the pilot bond buyback 
program, designed to increase the supply 
of more actively traded benchmark issues 
and to encourage broader participation in 
the market, was improved to permit faster 
turnaround of buyback results to market 
participants. Almost $2.8 billion was re- 


As fiscal agent for the federal govern- See octane Sel aN NG 


back tions. 
ment, the Bank manages the govern- ack Operations 


ment’s borrowings through treasury bill 


Tantclaarcbitedarclarmllar-lavedt-lee}eleliiiay 





In 1999, two new international forums began work to promote financial stability. 


+ The Financial Stability Forum (FSF) was established by the Group of Seven 
(G-7) countries to promote information exchange and to coordinate the activities 
of national authorities (including central banks), international institutions, and 
international regulatory or expert groups with responsibilities for various aspects 
of financial stability. Canada is represented on the Forum by the Department of 
Finance, the Bank of Canada, and the Office of the Superintendent of Financial 
Institutions. Among the FSF’s first initiatives was the establishment of three 
working groups to recommend policy actions in the areas of highly leveraged 
institutions, international capital flows, and offshore financial centres. More 
recently, work has begun on two further topics: the implementation of standards 
relevant to the strengthening of financial systems and a review of recent experi- 
ence with deposit insurance schemes. 


+ The Group of Twenty (G-20) was also established by the G-7 countries to 
encourage informal dialogue on important economic and financial policy issues 
among systemically important economies. Canada’s Minister of Finance, Paul 
Martin, was chosen to chair the G-20 for the first two years. At their first meeting 
in December, ministers of finance and central bank governors from the 20 coun- 
tries discussed ways to reduce the vulnerability of economies to international 
developments, including the role played by an appropriate exchange rate regime 
and a strong and stable financial sector. 
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Investing government funds 


Last year, the Bank worked with the 
government to formulate new investment 
guidelines for Canada’s foreign exchange 
reserves. These guidelines will help the 
Bank minimize the cost of holding re- 
serves while continuing to practise pru- 
dent risk management. During the year, 
reserves increased by US$5.2 billion, 
largely through market operations 
conducted by the Bank, as fiscal agent, 
including purchases of foreign currency. 
Adjustments to reserves became more 
transparent when Canada became one of 
the first countries to comply with a new 
international format for reporting foreign 
exchange reserves. These data are re- 
leased regularly on the Bank’s Web site. 
The Bank will also publicly confirm any 
official intervention in the foreign ex- 
change market by an announcement on 
the same day. There were no interventions 
during 1999. 

Since February 1999, the Bank has 
been using the Large Value Transfer 
System to settle most of the government's 
payment and revenue flows. 


Other Banking Services 


Security registry services 

Federal legislation requires the Bank of 
Canada to provide security registry serv- 
ices in all provinces. Since mid-1998, the 
Bank has provided this service through a 
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privately owned and operated company. 
Not only has the response time for search- 
es improved, but authorized users are 
now able to conduct searches via the 
Internet. 


Multilateral financial assistance 
packages 

The Bank of Canada advises and assists 
the government when it participates in 
multilateral financial assistance packages 
for emerging-market economies. Only one 
such arrangement involving Canada was 
active in 1999—a facility provided to the 
Brazilian central bank by a group of 
industrial countries in December 1998. 
Canada’s share of the credit facility was 
US$500 million. The Brazilian authorities 
made several drawings and repayments 
on this facility during the year. 


Unclaimed balances 

Chartered banks are required to transfer 
to the Bank of Canada all unclaimed bank 
balances maintained in Canada in Canadi- 
an currency that have been inactive for a 
period of 10 years. New methods of access 
that have been introduced in recent years 
have had a dramatic impact on the levels 
of service provided by the Bank. During 
1999, the Bank responded to over 17,400 
general inquiries, completed more than 
61,600 searches, and paid a total of 

$6.4 million to satisfy approximately 
11,700 claims. 
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Unclaimed Bank Balances 





To increase public access to infor- 
mation on unclaimed bank bal- 
ances, the Bank operates a toll-free 
telephone service (1-888-891-6398) 
and maintains an e-mail address ~ 
(ucbalances@bank-banque-canada.ca). 
Individuals can also use a search. 
facility on the Bank’s Web site 
(http://www.bank-banque-canada.ca) 
to find out if there is an unclaimed 
balance to which they may be enti- 
tled. They will also be told how to 
claim a balance. For those without 
Internet access, most public librar- 
ies are now equipped with Internet 
stations. The public can also access 
information on unclaimed bank | 
balances at any of the Bank’s five 
regional offices. The addresses of 
these offices canbe foundon 
page 60. 
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$11.2 million Funds management 
$21.8 million 


Operating Expenses 

Expenses for central banking services 
were $33 million, or 15 per cent of the 
Bank’s total operating expenses in 1999. 
This is an increase of $2.3 million over 
the 1998 levels, attributable mainly to 
increased staff and systems-development 
costs in the function’s two main service 
areas—particularly in government funds 
management. Revenues received for serv- 
ices totalled $750,000, down 19 per cent 
from 1998 due to a revised fee schedule 
for custodial services to The Canadian 
Depository for Securities Limited. 
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Retail Debt Services 


The Bank provides services for the federal 
government's retail debt program. Under 
this program, the government issues 
traditional Canada Savings Bonds (CSBs), 
Canada Premium Bonds offering a higher 
interest rate than CSBs but redeemable 
only annually, and other debt held by 
individuals. 

The program is directed by the Depart- 
ment of Finance and its agency Canada 
Investment and Savings, who determine 
products to be offered, interest rates to be 
paid, and strategies for sales and market- 
ing. The Bank provides operational and 
systems support for these activities. This 
is a major undertaking, involving millions 
of accounts and extensive computer 
systems and call centre facilities. 


Activities 

During 1999, a key focus was the consoli- 
dation of the new business processes 
introduced for the retail debt program in 
recent years. These processes related to 


+ anew computer-based system 
developed over four years to handle 
the retail debt register 


+ a multi-year project to completely 
revamp the handling of the CSB 
Payroll Savings Plan offered 
through more than 15,000 
companies 


+ support for the concurrent offering 
of two products—CSBs and Canada 
Premium Bonds 


A new Payroll Savings Plan is being 
phased in. Some 200,000 participants were 
added in 1999. A pilot was run to accom- 
modate smaller employers who are unable 
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to meet the standard requirements of the 
program for transmitting data. Satisfac- 
tion with the new plan remains high with 
both sponsoring employers and partici- 
pating employees. 


Improving service to the public was a 
high priority in 1999. Customer service 
demands have increased in line with the 
expanded range of retail debt products 
and an extended sales period of six con- 
secutive months. As a result, the call cen- 
tre has been expanded and reorganized to 
handle the increased volume—more than 
1 million calls were received in 1999. 


Operating Expenses 


Expenses for retail debt services were 
$73.9 million in 1999, or 34 per cent of the 
Bank’s total operating expenses. Reflect- 
ing the increased activities noted above, 
retail debt expenditures were up $8.4 mil- 
lion from the previous year. The govern- 
ment reimburses the Bank for all of these 


costs. 









Retail Debt Services Activities as a 
Proportion of Total Bank Expenses 








Products issued through sales agents $58.1 million 


New Payroll Savings Plan $15.8 million 
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Operating Expenses 


Monetary Policy, Currency, and 
Central Banking Services 

Over the past five years, the activities of 
the Bank’s core functions—monetary 
policy, currency, and central banking 
services—have been reviewed to focus 
more sharply on the Bank’s public policy 
objectives, the needs of its clients, and 
efficiency and effectiveness. This resulted 
in a net reduction in operating expenses 
of $39 million by 1998 to a level of 

$129 million. 


Operating Expenses 


Monetary policy, currency, and central banking services 
$ millions 





1997 1998 


1995 


1994 1996 


Zz Currency 


1829) 


Monetary 
* policy 


“ Central banking 
services 


In 1999, expenditures rose to almost 
$145 million, with the increase almost 
entirely attributable to the advance of the 
bank note order from 2000 and 2001 as a 
contingency for a possible increase in 
demand for notes arising from year-2000 
concerns. Excluding this special expendi- 
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offset by lower premises costs from the 
previous years’ sale of a number of the 
Bank’s buildings and by revenue generat- 
ed from the commercial sales of optical 
security material. 

Next year, operating expenses for 
the Bank’s three core functions are expected 
to decrease overall by 7 to 10 per cent from 
the 1999 level of $145 million because of 
reduced note-printing requirements. In 
2000, central banking services will focus 
on investing in improvements to the effec- 
tiveness of its operations. Monetary policy 
will enhance its communications and 
regional-presence programs. 


Retail Debt Services 


The Bank has been providing services for 
Canada Investment and Savings—the 
agency of the Department of Finance 
responsible for the retail debt program— 
since the agency’s inception in 1996. Ex- 
penses have grown considerably over this 
period from $42 million in 1996 to $74 mil- 
lion in 1999. This growth reflects changes 
to major computing systems and the 
number of staff required to support a 
broader range of customer services and 
government debt products. Expenditures 
include changes necessary to ensure year- 
2000 compliance of computing systems 
and the development of contingency 
plans. 


Operating Expenses 


Retail debt services 





millions 
ture, the total costs for these three core $ 

: 80 
functions remained at the previous year’s a 
level. The increase in expenditures for 1 
year-2000-related systems compliance 20 
and contingency planning, as well as 
: 1994 1995 1996 1997 1998 1999 
investments in automated systems, was 
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For 2000, retail debt services will 
continue efforts to complete the signifi- 
cant business changes initiated over the 
past several years. Any expenditures re- 
quired to support the retail debt program 
will be recovered from the federal govern- 
ment, as has been the case since legislation 
was changed in mid-1997 to allow the 
Bank to charge for these services. 


Revenue from Investments 


Total revenue from investments was 
$1.9 billion in 1999, an increase of 6 per 
cent from 1998. The main source of 
revenue is interest earned on holdings of 
federal government securities, financed 
primarily by the bank notes that are 
issued by the Bank. Net revenue paid to 
the Government of Canada in 1999 was 
$1.8 billion. 
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Net revenue is not a good indicator 
of the Bank’s management performance. 
The Bank deals in financial markets to 
achieve policy goals, not to maximize its 
revenues, and these revenues are highly 
dependent on interest rates. For these 
reasons, the level of operating expenses 
is a better indicator of the Bank’s steward- 
ship of public resources. 
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Bank of Canada 
Financial reporting responsibility 


The accompanying financial statements of the Bank of Canada have been prepared by 
management in accordance with accounting principles generally accepted in Canada 
and these principles have been consistently applied. The integrity and objectivity of 
the data in these financial statements are management’s responsibility. Management 
is responsible for ensuring that all information in the annual report is consistent with 
the financial statements. 


In support of its responsibility, management maintains financial and management 
control systems and practices to provide reasonable assurance that the financial 
information is reliable, that the assets are safeguarded, and that the operations are 
carried out effectively. The Bank has an internal audit department, whose functions 
include reviewing internal controls and their application on an ongoing basis. 


The Board of Directors is responsible for ensuring that management fulfills its 
responsibilities for financial reporting and internal control and exercises this 
responsibility through the Audit Committee of the Board. The Audit Committee 
reviews the Bank’s annual financial statements and recommends their approval by 
the Board of Directors. The Audit Committee meets with management, the internal 
auditor, and the Bank’s external auditors appointed by Order-in-Council. 


These financial statements have been audited by the Bank’s external auditors, Caron 
Bélanger Ernst & Young and Raymond Chabot Grant Thornton, and their report is 
presented herein. 


po) 
G.G. Thiessen, Governor L.T. Requard, Cetporate Secretary 


Ottawa, Canada 
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_ AUDITORS OF THE BANK OF CANADA 
VERIFICATEURS DE LA BANQUE DU CANADA 


C. P. 813, SUCCURSALE B P.O. BOX 813, STATION B 
OTTAWA, CANADA 
K1P 5P9 
CARON BELANGER ERNST & YOUNG RAYMOND CHABOT GRANT THORNTON 


AUDITORS’ REPORT 
To the Minister of Finance, registered shareholder of the Bank of Canada 


We have audited the balance sheet of the Bank of Canada as at 31 December 1999 
and the statement of revenue and expense for the year then ended. These financial 
statements are the responsibility of the Bank’s management. Our responsibility is to 
express an opinion on these financial statements based on our audit. 


We conducted our audit in accordance with generally accepted auditing standards. 
Those standards require that we plan and perform an audit to obtain reasonable 
assurance whether the financial statements are free of material misstatement. An 
audit includes examining, on a test basis, evidence supporting the amounts and 
disclosures in the financial statements. An audit also includes assessing the 
accounting principles used and significant estimates made by management, as well 
as evaluating the overall financial statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the 


financial position of the Bank as at 31 December 1999 and the results of its operations 
and cash flow for the year then ended in accordance with generally accepted 


accounting principles. 





Chartered Accountants 


Chartered Accountants 


Ottawa, Canada 
21 January 2000 
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Bank of Canada 
Statement of revenue and expense 





Year ended 31 December 1999 


1999 1998 
Millions of dollars 


REVENUE 
Revenue: froni investitents .2.-<..004.4).6 8 0s aes Pe ee ogee obs 1,910.8 1,799.4 


EXPENSE by function (notes 1 and 4) 


MGnC Uy POUC yet eee oe ees uate hotness Merny pec eae eres 39.0 40.7 
UCN OV ones iatt ie a AMeta nso aagils Paes as as we eae ECD ne mite ea Ee Weg Shee 
Central Daniel SCuvices. tne esas ec ivie tea iso Saas gre rans, end ek» 33.0 30.7 
144.7 128.9 
Retaidebi services Gxpenses 2%) nacecaea. us mtroe acl aae him ae ee 73.9 65.5 
Retail’debt services’ fecov Ties wis Foes wis ba Sp dee cr «acne mam egies (73.9) (65.5) 
@ Fete VEIN Ce tara ester oyh gee ea ae NGS See ie ee RM res corgi Penns = (8.3) 
144.7 120.6 
NET REVENUE PAID TO 
RECEIVER GENERAL FOR CANADA © 0s. Duconck «Oe fe te ae 1,766.1 1,678.8 


i 


(See accompanying notes to the financial statements.) 
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Bank of Canada 
Balance sheet 
As at 31 December 1999 
ASSETS 1999 1998 


Millions of dollars 


Deposits in foreign currencies 


MUO COMA Gay, ape Reet oas Au citrate inne td case a atara no A5) asad ted eal oh ee eos Oat 605.6 S211 
Other currencies f.-aiamcka. ow Bian renee cen hee eee iin. SoA Cae 4.4 6.2 
610.0 327.3 
Advances to members of the Canadian Payments Association ........ 560.7 655.7 
Investments (note 3) 
Treasury. bills of Canada i. 5 catrede ea terete en PONS as eek 12,020.6 125199:5 
Other securities issued or guaranteed by 
Canada maturing within three years #204 ..cN 0G .a is To. Aka 7 Ola 6,302.2 
Other securities issued or guaranteed by 
Canada'‘not maturing within three years 2vshas01 su cess 2. ws 12,975.7 10,880.1 
OEE TV eSINeN tS As. ere een teria en boom locity, Rea ele 5,130.9 4,455.7 
37,642.3 B33, 
Bank preiises (riote-4)4 yaa son ee ee es Po oe 175.2 188.0 
Other assets 
Securities purchased under resale agreements ....2 008 0, hehe s 3,669.6 = 
Allotherasséts (note), arse een teare aa mire oe ot Mee me 405.5 436.4 
4,075.1 . 436.4 
43,063.3 35,360.9 


(See accompanying notes to the financial statements.) 
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LIABILITIES 1999 1998 
Millions of dollars 
Gapital’paid 0 (Ole Oca tic Seat ok eel oe tera See er eo See 5.0 5.0 
PRES EGEUING 5 (TIO KE: ce) tarnoe Dane nee coy ak ep ee NRT arte ay Sy eee ec any 25.0 25.0 
BALK MOLCGATL-EIY CULATION sce sass oe, 5 o pe GO em PAO Ee oe hia 40,142.6 325637.5 
Deposits 
TONCHUIMEDEOL Canada oa ce terete ons gus eins age nee EO ea oe 11.8 10.6 
PATEK Gees Whee Goede ars eRe ER A Se ted SMUT ot SL ea ee AEE 1,827.8 578.7 
Other members of the Canadian 
PayMents AssOCiahlOnent-4 2 fea odisanche nee Ata UR ae eee Od ee 119.5 73.5 
IDET CePOSIIShRU. cia Hom ea smn ee sk ane Be aga -cyaral cca. Ute idole 428.5 243.7 
2,387.6 906.5 


Liabilities in foreign currencies 


COV ERIINENE OPC ANAC wh xs. pha Sie couse + cudripin ys wis gums c ene eae as ieee 454.5 162.0 
Other liabilities 

pectinities sold under repurchase aASTeeMentsy gang «of 1). vay oe tials Tea = 1519 

PRIPOthie® VapNities tar. sis scree hte oe aitis Pury, ATi RE Ceara ee aoe tiaed ok 48.6 73.0 

48.6 1,624.9 

43,063.3 35,360.9 


Governor, G.G. Thiessen Chief Accountant, FJ. Mahoney 





cl 


Chairman, Audit Committee, W. Dubowec, FCA Lead Director, H.H. MacKay, OC 





(See accompanying notes to the financial statements.) 
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Bank of Canada 
Notes to the financial statements 


Year ended 31 December 1999 


Bank functions 

The Bank of Canada’s primary responsibilities are set out in the Bank of Canada Act 
and can be grouped into four broad functions, which are described below. Net 
operating expenses in the Statement of revenue and expense are reported on the basis of 
these four corporate functions. Certain comparative figures have been reclassified to 
conform with the financial statement presentation adopted in the current year. 


Monetary policy 

The Bank’s most important responsibility is monetary policy. Monetary policy is 
concerned with managing the rate of monetary expansion in a way that is 
consistent with preserving the value of money. 


Currency 

The Bank is responsible for issuing bank notes in Canada. This responsibility 
involves note design (including anti-counterfeiting features), as well as the 
printing and distribution of bank notes and their eventual replacement. 


Central banking services 

The Bank carries out a variety of activities that regulate and support Canada’s 
principal systems for clearing and settling payments and other financial 
transactions. The Bank also provides a number of central banking services and 
advice to the federal government, financial institutions, and the general public. As 
fiscal agent, the Bank advises the federal government on matters relating to the 
public debt and is responsible for issuing market debt, maintaining bondholder 
records, and making payments on behalf of the government for interest and debt 
redemption. 


Retail debt services 

The Bank provides systems and operational support services to the Canada 
Investment and Savings agency (CI&S) in support of the federal government's 
retail debt program and is responsible for issuing debt, maintaining bondholder 
records, and making payments on behalf of the federal government for interest 
and debt redemption. The Bank recovers the cost of retail debt operations on a full- 
cost basis. 


2. Significant accounting policies 
The financial statements of the Bank are in accordance with generally accepted 
accounting principles and conform to the disclosure and accounting requirements of 
the Bank of Canada Act and the Bank’s by-laws. As all material changes in financial 
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position are evident from the financial statements, a separate statement of cash flow 
has not been prepared as it would not provide any additional useful information. The 
significant accounting policies of the Bank are: 


a) 


b) 


c) 


d) 


e) 


f) 


Revenues and expenses 
Revenues and expenses are accounted for on the accrual basis. 


Translation of foreign currencies 

Assets and liabilities in foreign currencies are translated to Canadian dollars at the 
rates of exchange prevailing at the year-end. Foreign currency assets held under 
short-term foreign currency swap arrangements with the Exchange Fund Account 
of the Government of Canada, as described in note 9(a), are converted to Canadian 
dollars at the contracted rates. Gains and losses from translation of, and 
transactions in, foreign currencies are included in revenue. 


Advances 

Advances to members of the Canadian Payments Association are liquidity loans 
which are fully collateralized and generally overnight in duration. The Bank 
charges interest on advances under the Large Value Transfer System (LVTS) at 
the Bank Rate. For advances under the Automated Clearing Settlement System, 
the Bank charges the Bank Rate plus a margin, which was 150 basis points at 

31 December 1999 (Bank Rate prior to introduction of the LVTS on 4 February 
1999), 


Investments 

Investments, consisting mainly of Government of Canada treasury bills and 
bonds, are recorded at cost and are adjusted for amortization of purchase 
discounts and premiums. The amortization, as well as gains and losses on 
disposition, is included in revenue. 


Bank premises 

Bank premises, consisting of land, buildings, computer hardware/software, and 
other equipment, are recorded at cost less accumulated depreciation. Computer 
software is capitalized only when its cost exceeds $2 million. Depreciation is 
calculated using the straight-line method and is applied over the estimated useful 
lives of the assets, as shown below. 


Buildings 25 to 40 years 
Computer hardware/software 3 to 7 years 
Other equipment 5 to 15 years 





Special purchase and resale agreements (SPRAs) 

SPRAs are repo-type transactions in which the Bank of Canada offers to purchase 
Government of Canada securities from designated counterparties with an 
agreement to sell them back at a predetermined price the next business day. Within 
the operating band for the overnight interest rate, the Bank is prepared to enter 
into SPRAs at the policy target rate (i.e., the midpoint of the band) if overnight 
funds are generally trading above the indicated target level. SPRAs are transacted 
with primary dealers, a subgroup of government securities distributors that have 
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reached a threshold level of activity in the Government of Canada debt markets. 
The balance sheet category Securities purchased under resale agreements represents 
the value receivable by the Bank upon resale of the securities. As such, this amount 
includes the purchase of treasury bills and bonds, the purchase of accrued interest 
on bonds, and the interest earned by the Bank over the duration of the SPRAs. The 
treasury bills and bonds purchased under resale agreements are not recorded as 
investment assets. 


In the course of 1999, the Bank adopted the method of accounting for SPRAs 
described above. Previously, securities acquired under SPRAs were included 

in the Bank’s investment holdings. There were no SPRAs outstanding at 

31 December 1998. Thus, no restatements have been required for the comparative 
year. 


Deposits 

The liabilities within this category are Canadian dollar demand deposits. The 
Bank did not pay interest on deposits for Banks and Other members of the Canadian 
Payments Association prior to the introduction of the LVTS on 4 February 1999. For 
members of the Canadian Payments Association, the Bank pays interest on 
positive balances associated with the Large Value Transfer System (LVTS) at the 
lower end of the operating band for the overnight interest rate, and on positive 
balances related to the Automated Clearing Settlement System at the lower end of 
the operating band for the overnight interest rate less a margin, which was 150 
basis points at 31 December 1999. On Special Deposit Accounts, which serve as 
collateral for LVTS participants, the Bank pays interest at the published overnight 
rate less a margin, which was 6.25 basis points at 31 December 1999. 


Sale and repurchase agreements (SRAs) 

SRAs are reverse repo-type transactions in which the Bank of Canada offers to sell 
Government of Canada securities to designated counterparties with an agreement 
to buy them back at a predetermined price the next business day. Within the 
operating band for the overnight interest rate, the Bank is prepared to enter into 
SRAs at the policy target rate (i.e., the midpoint of the band) if overnight funds are 
generally trading below the indicated target level. SRAs are transacted with 
primary dealers, a subgroup of government securities distributors that have 
reached a threshold level of activity in the Government of Canada debt markets. 


The balance sheet category Securities sold under repurchase agreements represents the 
value payable by the Bank upon repurchase of the securities. As such, this amount 
includes the sale of treasury bills and bonds, the sale of accrued interest on bonds, 
and the interest owed by the Bank over the duration of the SRAs. The treasury bills 
and bonds sold under repurchase agreements continue to be recorded as 
investment assets. 


In the course of 1999, the Bank adopted the method of accounting for SRAs 
described above. Previously, securities sold under SRAs were excluded from the 
Bank’s investment holdings. SRA repurchase commitments, valued for settlement 
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on 4 January 1999 and totalling $1,552.5 million, were outstanding at 31 December 
1998. Thus, it has been necessary to make the following restatements for the 
comparative year. The Bank’s assets under Investments — Treasury bills of Canada have 
been increased by the value of the securities sold under SRAs ($1,551.7 million). 
The Bank’s liabilities in the new category Other liabilities — Securities sold under 
repurchase agreements have been increased by the value of the securities sold under 
SRAs and the one day of interest owed by the Bank for 1998 ($1,551.9 million). 
Finally, the category All other liabilities has been reduced by the one day of interest 
payable for 1998 ($0.2 million) that is now reflected in Securities sold under 
repurchase agreements. 


i) Insurance 
The Bank does not insure against direct risks of loss to the Bank, except for 
potential liabilities to third parties and where there are legal or contractual 
obligations to carry insurance. Any costs arising from these risks are recorded in 
the accounts at the time they can be reasonably estimated. 


Investments 

This category includes Government of Canada treasury bills and bonds as well as 
other investments, which are held under short-term foreign currency swap 
arrangements with the Exchange Fund Account of the Government of Canada as 
described in note 9(a). 


The Bank typically holds its investments in treasury bills and bonds until maturity. 
The amortized book values of these investments approximate their par values. At the 
year-end, the average yield on the Bank’s holdings of treasury bills, which average 
three months to maturity was 4.9 per cent (5.0 per cent in 1998), while the average 
yield for bonds maturing within three years was 6.5 per cent (6.6 per cent in 1998), 
and for those maturing in over three years was 6.6 per cent (6.9 per cent in 1998). 


Bank premises 


1999 1998 
Millions of dollars 
Net Net 
Accumulated book Accumulated book 
Cost depreciation value Cost depreciation value 
Land and buildings 168.0 68.5 99.5 168.0 65.1 102.9 
Computer hardware/ . 
software 62.0 28.8 33.2 61.6 24.6 37.0 
Other equipment 137.1 94.6 42.5 136.5 88.4 48.1 
367.1 191.9 175.2 366.1 178.1 188.0 


TS 


Total depreciation on Bank buildings, computer hardware and software, and other 
equipment was $28.3 million for 1999 ($23.7 million in 1998). 
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5. All other assets 
This category includes accrued interest on investments of $325.6 million ($352.1 million 
in 1998). 


6. Capital paid up 
The authorized capital of the Bank is $5.0 million divided into 100,000 shares with a 
par value of $50 each. The shares are fully paid and, in accordance with the Bank of 
Canada Act, have been issued to the Minister of Finance, who is holding them on 
behalf of the Government of Canada. 


7. Rest fund 
The rest fund was established in accordance with the Bank of Canada Act and 
represents the general reserve of the Bank. The rest fund was accumulated out of net 
revenue until it reached the stipulated maximum amount of $25.0 million in 1955. 


8. Pension plan 
The Bank sponsors a defined-benefit pension plan for its employees, which is 
registered under the Pension Benefits Standards Act. The plan provides pension 
benefits based on length of service and rates of pay. 


Actuarial valuations of the pension plan are made periodically by an independent 
actuary using the projected benefit method prorated on service. Market-related values 
are used to value pension plan assets. Based on the latest actuarial valuation as at 

1 January 1999, the estimated present value of the accrued pension benefits as at 

31 December 1999 was $478.2 million ($449.6 million in 1998), and the estimated 
market-related value of the pension plan assets was $600.5 million ($565.5 million in 
1998). 


Pension expense for 1999 was in a credit position of $4.6 million ($4.3 million in 1998). 
These amounts comprise the actuarially computed cost of pension benefits in respect 
of current year service and the amortization of past service costs and experience gains 
and losses. Amortization is calculated on a straight-line basis over the expected 
average remaining service life of the plan members, currently 12 years. 


9. Commitments 


a) Foreign currency contracts 
In the ordinary course of business, the Bank enters into commitments involving 
the purchase and sale of foreign currencies. In particular, the Bank enters into 
short-term foreign currency swap arrangements with the Exchange Fund Account 
(EFA) of the Government of Canada as part of its cash-management operations 
within the Canadian banking system. These transactions, which are made with the 
concurrence of the Minister of Finance under a standing authority, involve the 
temporary acquisition by the Bank of foreign currency investments from the EFA. 
These investments are paid for in Canadian dollars at the prevailing exchange rate 
with a commitment to reverse the transaction at the same rate of exchange at a 
future date. The fair values of these investments are not materially different from 
their book values. At the year-end, the average yield for these investments was 
5.5 per cent (6.0 per cent in 1998). 
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As well, the Bank of Canada is a participant in two foreign currency swap facilities 
with foreign central banks. The first, amounting to US$2 billion, is with the U.S. 
Federal Reserve. The second, amounting to Can$1 billion, is with the Banco de 
México. There were no drawings under either facility in 1999 or 1998. 


All commitments outstanding at 31 December are settled in the subsequent year. 
A summary of these outstanding commitments follows. 


1999 1998 
Millions of dollars 
Foreign currency contracts — purchases 117.6 95.6 
— sales 5,299.9 4,644.3 


As at 31 December 1999, outstanding foreign currency contracts included sale 
commitments of $5,182.4 million ($4,548.7 million in 1998) under swap 
arrangements with the EFA. 


Investment contracts 

In the ordinary course of business, the Bank enters into commitments involving 
the purchase and sale of securities. All commitments outstanding at 31 December 
are settled in the subsequent year. A summary of these outstanding commitments 
follows. 


1999 1998 
Millions of dollars 


Investment contracts — purchases - a2 
— sales 3,675.0 - 


As at 31 December 1999, there were no outstanding purchase investment contracts 
($1,552.5 million at an interest rate of 4.75 per cent at the end of 1998 under Sale 
and Repurchase Agreements). Outstanding sale investment contracts of $3,675.0 
million, at an interest rate of 4.75 per cent under Special Purchase and Resale 
Agreements, were settled by 13 January 2000 (nil at the end of 1998). 


10. Year 2000 

The year-2000 computer issue arose chiefly because many date-sensitive automated 
systems had not been designed to recognize correctly the year 2000. This represented 
a significant challenge for all organizations. If not addressed properly, the year-2000 
issue could have had an impact on operations and financial reporting, ranging from 
minor errors to the failures of critical systems. The year 2000 arrived without incident 
for the Bank. However, as is the case generally, it is not yet possible to conclude 
definitively that all aspects of the year-2000 issue affecting the Bank, including those 
related to the efforts of clients, suppliers, or other third parties, have been fully 


resolved. 
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Governing Council 


Gordon G. Thiessen, Governor 
Malcolm D. Knight, Senior Deputy Governor 


Deputy Governors 
Charles Freedman Tim E. Noél 
W. Paul Jenkins — Sheryl Kennedy 
Pierre Duguay 


L. Theodore Requard, Corporate Secretary 


Advisers 
Serge Vachon! Donald R. Stephenson 
| Janet Cosier David J. Longworth 
Vaughn O’Regan John D. Murray 

Daniel Racette? 


Government Securities Services 

Roy L. Flett, Chief 

William G. Percival, Director, Operations 

Edward P. Fine, Director, Business and Organization 
Development 


Financial Markets 
Ronald M. Parker, Chief 
Jean-Pierre Aubry, Director, Montreal Division 
H. Ross MacKinnon, Director, Toronto Division 
Nicholas Close, Deputy Chief 
Patrick E. Demerse, Director of 
| Market Operations and Analysis 
| D. Mark Zelmer, Research Adviser* 
George C. Nowlan, Regional Division Chief, Toronto 
| Louis-Robert Lafleur, Regional Division Chief, Montreal 


Executive and Legal Services 
L. Theodore Requard, Corporate Secretary 
Deborah M. Duffy, General Counsel 


Communications Services 


Research 

R. Tiff Macklem, Chief 
Brian O'Reilly, Deputy Chief 
lrene lp, Research Adviser 


Bruce Yemen, Chief 
Jocelyne Charron, Deputy Chief 


Infrastructure Services 


Daniel W. MacDonald, Chief 

John Otterspoor, Director, Corporate Work Environment 

F. J. Bruce Turner, Director, Business Development 

Chris J. Hemstead, Director, Systems Solutions and Practices 


Monetary and 

Financial Analysis 

John G. Selody, Chief 

Clyde A. Goodlet, Regulatory Policy Adviser 


James F. Dingle, Research Adviser? Management Services 





| Kevin Clinton, Research Adviser Gerry Gaetz, Chief | 
Frank J. Mahoney, Director, Operations Centre, and Chief 
International Accountant 


Richard A. J. Julien, Director, Client and Employee Services 
Claude Montambault, Human Resources Adviser 


James E. Powell, Chief 
Lawrence L. Schembri, Research Adviser 


Banking Operations Audit 

Bonnie J. Schwab, Chief Peter Koppe, Internal Auditor 
Jim Reain, Director of Banking Services 

Charles Spencer, Director of Client Services 


1. Also Chairman of the Board of Directors of the Canadian Payments Association 

2. Visiting Special Adviser 

3. Also Deputy Chairman of the Board of Directors of the Canadian Payments Association 
* On leave of absence 


Note: Positions as of 25 February 2000 


Senior Officers 
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Bank of Canada regional offices 


Atlantic provinces 
1583 Hollis Street 
Halifax, Nova Scotia 
B3J 1V4 


Quebec 

1501 McGill College Avenue, Suite 2030 
Montreal, Quebec 

H3A 3M8 


Ontario 

150 King Street West, Suite 2000 
Toronto, Ontario 

M5H 1J9 


Prairie provinces, Nunavut, and Northwest Territories 
404 - 6th Avenue, SW, Suite 200 

Calgary, Alberta 

T2P ORY 


British Columbia and Yukon 

900 West Hastings Street, Suite 300 
Vancouver, British Columbia 

V6C 1E6 


Note: Positions as of 25 February 2000 
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David Amirault, Senior Regional Representative (Economics) 
Robert Dolomont, Senior Regional Representative (Operations) 


Louis-Robert Lafleur, Senior Regional Representative (Economics) 
Lorraine Laviolette, Senior Regional Representative (Operations) 


Brigid Brady, Senior Regional Representative (Economics) 
Michael D. Stockfish, Senior Regional Representative (Operations) 


Hung-Hay Lau, Senior Regional Representative (Economics) 
Harry Hooper, Senior Regional Representative (Operations) 


Farid Novin, Senior Regional Representative (Economics) 
Gerrit Bikes, Senior Regional Representative (Operations) 





Publications 


Monetary Policy Report 

A detailed summary of the Bank of Canada’s 
policies and strategies as well as a look at the 
current economic climate and its implications for 
inflation. Semi-annual. Without charge. 


Bank of Canada Review 
A quarterly publication that contains economic 
commentary and feature articles. By subscription. 


Bank of Canada Banking and Financial Statistics 

A comprehensive package of Canadian financial 
and economic data. Published monthly. By sub- 
scription. 


Weekly Financial Statistics 
A 20-page package of banking and money mar- 
ket statistics. By subscription. 


Internet 

http: //www.bank-banque-canada.ca / 
Provides timely access to press releases, 
speeches by the Governor, many of our major 
publications, and current financial data. 
Public information 


For general information on the role and func- 
tions of the Bank, contact our Public Information 
office. 


Telephone: — 1-800-303-1282 
Pax (613) 782-7713 


For information on unclaimed bank balances 


Telephone: 1-888-891-6398 
E-mail: ucbalances@bank-banque-canada.ca 


For information about these and other publications, contact: 
Publications Distribution, 234 Wellington Street, Ottawa, K1A 0G9 
Telephone: (613) 782-8248 / E-mail: publications@bank-banque-canada.ca 
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Highlights 
2000 


The Canadian economy continued to expand 
robustly in 2000 while inflation remained low. 


Productivity growth began to pick up as a result 
of investments in machinery, equipment, and 
software. 


laundering. 





In January 2001, the Bank began to issue a 
new series of bank notes that will stand up to 
the counterfeiting challenges of evolving 
technologies. 


Bank of Canada 
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Bank of Canada ¢ Banque du Canada 
Gordon G. Thiessen Ottawa KIA 0G9 


Governor - Gouverneur 


26 January 2001 


The Honourable Paul Martin, PC, MP 
Minister of Finance 
Ottawa 


Dear Mr. Martin, 


In accordance with the provisions of the Bank 
of Canada Act, I am submitting the Bank of Canada’s Annual 
Report for the year 2000 and the Bank’s audited financial state- 


ments as at 31 December 2000. 


Yours sincerely, 
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Our Commitment 
to Canadians 


¢ To contribute to the economic well-being 
of Canadians by 






— conducting monet 
way that fosters 






d effective 
central banking and debt-management 


Ovide efficient | 





services 


e To communicate our objectives openly 
and effectively and to be accountable for 
our actions 
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Statement 
from the Governor 


Gordon Thiessen 


Economic Performance 


The Canadian economy continued 
its robust growth in 2000, and the 
trend of inflation remained low. After a difficult period for much of the 





1990s, Canada’s recent solid economic performance has led to rising 
personal incomes, growing employment, and an unemployment rate that in 
2000 was at its lowest average level in 26 years. 

The recent favourable performance of the Canadian economy is by 
no means accidental. Rather, it is a reflection of the marked improvement in 
our economic fundamentals that has resulted in low and stable inflation, 
declining levels of public debt relative to the size of our economy, and an 
environment that encourages Canadians to adapt to and invest in new 
technology. Not only have these fundamentals helped us to weather external 
shocks with limited negative effects, but they also provide a base for 
sustained economic expansion and rising standards of living for Canadians. 

But there is no room for complacency. In an increasingly globalized, 
competitive, and interconnected world, managing a national economy has 
become a very complex and demanding task. We have seen evidence of this 
in the fallout from the world financial crisis of 1997-98, and we see it again 
now with the recent developments in world oil markets and the slowdown 
in the U.S. economy. 

This is not to say that we should seek ways to insulate ourselves from 
what is going on outside our borders. Quite the contrary. For it is through 
active participation in the global economy that Canada has grown and 
developed over the years. So our task is to ensure that our policies, including 


This Annual Report was completed on 26 January 2001 and signed by 
Gordon G. Thiessen. Mr. Thiessen retired on 31 January 2001 after serving a 
seven-year term as Governor, having contributed more than 35 years of 
distinguished service to the Bank. 


Mr. David Dodge was appointed in December 2000 to replace Mr. Thiessen, 
effective 1 February 2001. 
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monetary policy, enable us to meet the challenges of the global marketplace 
and allow us to take full advantage of the many opportunities ahead. 

In this, my final Annual Report, | would like to comment on the 
factors that lie behind Canada’s improved economic performance and on the 
importance of sustaining and extending the progress we have made so far. 
I will also comment on some of the initiatives undertaken by the Bank of 
Canada in 2000 in fulfilling our responsibilities to Canadians. 


Globalization 

The Canadian economy is now reaping the benefits from the accelerating 
pace of globalization over the past decade. The trade agreements that 
Canada forged in the late 1980s and early 1990s have ensured our increased 
participation in this new, more open, more competitive international 
economy. 

Early in the 1990s, Canadian businesses recognized the need to 
become more globally competitive. That process required a great deal of 
painful and disruptive restructuring. But, by the late 1990s, the benefits 
became apparent in the increasing orientation of our firms towards export 
markets (especially in the United States) and the resulting increase in a broad 
range of Canadian exports. 

There is no doubt in my mind that Canada must continue to seek 
open international markets for goods, services, and finance. Given the size of 
our economy, it is only through foreign trade that we can get both the 
benefits of large-scale production and the stimulus to minimize costs that 
come from the greater competition in open world markets. 


Technological change 

We are in the midst of a period of major technological change. I am not just 
referring to developments in the so-called high-tech industries, but also the 
potential application of information and 
communications technology across a broad 
range of economic sectors. 

The United States is clearly ahead of the 
rest of the world in this process. The experience 
of that country is a good example of the 
importance of technology in achieving rising 
productivity and incomes. Through the first 
half of the 1990s, Canada lagged behind the United States in making the 
investments in machinery, equipment, and software necessary to take 
advantage of the new technology. But since 1996, there has been a surge in 


such investments in Canada. And it looks as if we are now beginning to see 


Statement from the Governor ggg 


payoffs from those investments, in terms of a pickup in our productivity 
growth. 

Although there are some signs of overexpansion in certain sectors of 
the U.S. economy (e.g., the high-tech sector), ongoing investment will still be 
necessary for firms to take full advantage of technological innovations. If the 
recent gains in productivity are to continue, Canadian companies will also 


need to exploit the opportunities that the application of technology provides. 


Labour force training and flexibility 

For Canada to benefit fully from globalization and technological change, our 
workforce must be flexible and open to change—able to respond to the 
demands of evolving markets and new technology. But, above all, Canadian 
workers will need to be well trained. 

I mentioned earlier the improvements we have seen in terms of 
growth in incomes and employment. But even with an unemployment rate 
that is still relatively high—at just below 7 per cent—we are encountering 
shortages of certain types of skilled labour. 

Thus, the partnerships being formed between industries and 
educational institutions to improve skills will be even more important in the 
future. And all businesses will have to devote more time and resources to 
training staff, if we are to avoid skills shortages that could constrain our 


economic expansion. 


Fiscal policy 
Sound macroeconomic policies have been the foundation of Canada’s recent 
improved economic performance. 

In this context, I regard the elimination of fiscal deficits—both federal 
and provincial—and the resulting decline in the ratio of public debt to the 
size of our economy, as particularly crucial. 
During most of the 20 years preceding the mid- 
1990s’ shift in budgetary policies, governments 
were absorbing a major part of Canadian 
savings. And the resulting accumulation of 
public debt led to high risk premiums in our 
interest rates which, in turn, discouraged the 


investment in equipment and technology that con , uct of monetary ps 
was necessary to increase productivity. 





Prudent fiscal policies have been an 
important factor contributing to the low interest 
rates and the more stable financial markets that underlie our recent 


favourable economic performance. These policies must stay sound. 
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But if our economy is to function efficiently in the future, it is also 
necessary to find the levels of taxation that will encourage innovation and 
entrepreneurship and, at the same time, provide the levels of government 
services that meet the needs of Canadian society at a time of rapid change. 


Monetary policy 

While the four factors I have already discussed have been, and will remain, 
important in promoting rising incomes and employment in Canada, it is 
through a fifth key factor—monetary policy—that the Bank of Canada makes 
its contribution to economic performance. 

A policy of low and stable inflation is fundamental in helping the 
Canadian economy perform well and achieve its potential. Over the past 
nine years, the Bank of Canada has kept inflation at an average rate of close 
tOs2 percent 

This period of low inflation has not been free of economic shocks. But 
Canada’s low-inflation environment, coupled with a flexible exchange rate, 
has enabled our economy to adjust to these disruptions better than in the 
past and to operate with the confidence that interest rates will remain 
relatively low. Moreover, Canadians have been able to make decisions to 
spend, save, and invest with a greater degree of certainty, knowing that the 
Bank will do whatever is necessary to preserve the future value of their 
money. And low inflation has encouraged businesses to operate more 
efficiently and pay greater attention to cost control. 


The Bank of Canada’s Approach to Monetary Policy 
Part of the reason for the Bank’s success in keeping inflation low and stable 
was the adoption of explicit inflation-control targets in 1991. 

Over the past six years, the target has been to hold the trend of 
inflation inside a range of 1 to 3 per cent. The Bank has succeeded in meeting 
that target. 

A necessary ingredient in a monetary policy approach that is focused 
on inflation-control targets is a flexible exchange rate. Over the past couple 
of years, the merits of different exchange rate regimes have been debated in 
Canada, and the Bank has been an active participant, pointing out the 
benefits of exchange rate flexibility. 

One of the results of adopting an explicit inflation target has been an 
increase in the transparency of monetary policy and in the Bank’s account- 
ability with respect to the conduct of monetary policy. 

As I look back over my term as Governor, the initiatives that the Bank 


has taken to become more open and to communicate more effectively have, 
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to my mind, been among the most important improvements in the conduct 
of Canadian monetary policy. 

What we have learned in the process is that greater openness makes 
for a more effective response to monetary policy by financial markets. 
Moreover, when making plans for the future, the general public is better able 
to take monetary policy into account when the central bank is as open as it is 
today. 

Inflation targets have also enhanced the Bank’s accountability. Once 
a precise objective is set for monetary policy, it is easier to hold the Bank 
accountable for its success in meeting that objective. In addition, the more 
accountable the Bank is about the conduct of monetary policy, the more 
determined it will be to clarify the factors influencing the inflation rate and 
the ability of monetary policy to respond to those factors. My experience 
has been that, with the inflation-targeting approach, discussions with 
Parliament, the press, and the general public have become more positive and 
helpful. 

I cannot stress enough the importance of the current, more effective, 
process of accountability. Like many other central banks around the world, 
the Bank of Canada has a significant measure of autonomy. This autonomy 
helps to ensure that monetary policy is insulated from short-term pressures 
and can be focused on the medium-term objective of inflation control. 
However, an autonomous central bank does not rest comfortably within a 
democratic framework unless the objectives of monetary policy are clear and 
the central bank can be held accountable for achieving them. That is exactly 
the role played by the Bank’s inflation-control targets. 


Recent Initiatives at the Bank of Canada 
I would like to draw attention to three important new initiatives taken by the 
Bank in the past year that are explained in greater detail later in this Report. 

The first is the initiative to announce changes in the Bank Rate on 
eight pre-established dates during the year, except in extraordinary 
circumstances. By removing the uncertainty about the timing of interest rate 
changes, the Bank hopes to focus greater attention on the economic and 
financial situation in Canada and to increase the frequency of its 
communications in order to help the markets and the public anticipate the 
direction of policy. | 

The second is the initiative to outsource the systems and operations 
support for Canada Savings Bonds and other retail debt instruments issued 
by the federal government. This is an area that is quite different from the 


Bank’s other responsibilities, and it demands skills and experience that are 
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not readily developed in a central bank. We are currently engaged in 
negotiations with potential suppliers to outsource this part of our 
operations. If successful, the Bank will retain its role as fiscal agent in this 
area but will be mainly managing the relationship with the outsourcing 
supplier. Any such arrangement will need to meet a number of criteria, 
including cost-effectiveness and high standards for client service. 

The third important initiative I would like to mention is the 
production of a new series of bank notes that will stand up to the 
counterfeiting challenges we may face in the future from the widespread use 
of computer technology. A detailed announcement of the themes for the new 
notes and the launch of the new $10 note took place in January 2001. The new 
$5 note is scheduled to be issued later this year, and the higher denominations 
will follow over the next two to three years. 

This Report provides a full account of all the Bank’s responsibilities. 
As always, it is the staff of the Bank who deserve recognition for their role in 
fulfilling those responsibilities. I would, therefore, like to thank them for 
their hard work and for the support they have given me, not only this past 


year, but throughout my term. 
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What the Bank Does 


The Bank of Canada’s primary 
responsibilities, as set out in the Bank of 
Canada Act, are grouped into four broad 
areas. 


Monetary Policy 

The Bank’s most important responsibility 
is monetary policy. The goal of monetary 
policy is to preserve the value of money by 
keeping inflation low and stable. In doing 
so, monetary policy contributes to better 
economic performance and rising living 
standards for Canadians. 


Currency 

The Bank issues Canada’s bank notes. This 
involves note design (with particular 
emphasis on anti-counterfeiting features) 
as well as responsibility for ensuring the 
printing and distribution of new bank 
notes and the replacement of worn notes. 


Central Banking Services 

The Bank promotes a safe and sound 
financial system in Canada and provides 
funds-management services to the federal 
government. To promote a sound financial 
system, the Bank oversees and provides 
services to the major clearing and settle- 
ment systems through which financial 
assets are transferred and payment 
obligations are processed. As the federal 
government’s banker, the Bank provides 
advice on managing the public debt, 
handles new borrowings, maintains 
bondholder records, and makes payments 
for interest and debt redemption. It also 
manages the government’s foreign 
exchange reserves. As well, the Bank holds 
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unclaimed balances and helps people 
reclaim their money. 


Retail Debt Services 

Millions of Canadians hold Canada 
Savings Bonds and other debt instruments 
issued by the federal government. While 
management of this program is under the 
direction of Canada Investment and 
Savings, an agency of the Department 

of Finance, the Bank is responsible for 
maintaining debt registers and for 
servicing the accounts of debtholders. 

In 2000, the Bank issued a Request for 
Proposal to outsource the operations and 
systems support for the program. 


International Activities 





In an increasingly interconnected 
world, the Bank of Canada’s work 
has many international aspects. 
Bank staff: 


¢ participate in international 
working groups concerned with 
developments in the world 
economy and financial systems 


¢ work closely with other central 
banks 


¢ advise Canadian government 
agencies on international eco- 
nomic and financial issues 


* contribute expertise to technical 
assistance programs for develop- 
ing countries, particularly in the 
use of an inflation-targeting 
framework for monetary policy 


How the Bank Works 


The Bank’s responsibilities are carried out 
by approximately 1,800 people working on 
a regular, temporary, or contractual 

basis in 11 departments at headquarters in 
Ottawa and in 5 regional offices across 
Canada. 


Our People 

Bank of Canada employees know that they 
are part of an important public institution 
and contribute to its success with their 
expertise in a wide range of areas, from 
economics to bank note production. The 
Bank strives to create a work environment 
that attracts and retains the best employees 
to meet our responsibilities as Canada’s 
central bank. 

A strategy for information and 
communications technology was 
completed this year to ensure that our 
employees continue to have up-to-date 
equipment to support their work and 
facilitate global sharing of information. 

An essential element of the work 
environment at the Bank is our 
commitment to diversity in all its 
dimensions. Progress has continued 
towards enhancing the bilingual 
environment and increasing the 
representation of groups designated under 
the federal government’s employment 
equity program. Sixty per cent of staff and 
about 75 per cent of managers are now 
functionally bilingual. The Bank’s aim is to 
have all managers reach a fully functional 
level of bilingualism. 

Promoting diversity also includes 
encouraging new ideas and creative 
approaches to work challenges, and this 
is fostered through open and honest 
communications. This year, special 
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attention was given to leadership 
development, succession planning, and 
compensation issues that will support the 
Bank’s short- and longer-term staff 
requirements. 

A review of the Bank’s business lines 
confirmed our strategic focus on the three 
core activities: monetary policy, currency, 
and central banking services. With the 
review of the retail debt function, 
including the initiative to outsource 
back-office operations, the corporate 
services departments are examining their 
future direction. 

Changes in the mix of staff continued 
the trend of the last several years. The 
number of administrative personnel 
declined, while the number of professionals 
increased, and a significant number of 
contract and temporary staff continued to 
support various business lines. The trend 
of an increasing proportion of professional 
staff is expected to continue and, indeed, 
accelerate as the Bank becomes a more 
focused organization. 


Staff Years _ 


Years 
2500 


2000 











1500 | 
4000 
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Communications and 
Accountability 


Over the past several years, the Bank of 
Canada has tried to increase public 
awareness and understanding of the role it 
plays in setting monetary policy, as well as 
of the work it does in designing and 
distributing Canadian bank notes and in 
promoting a safe and sound financial 
system. 

To this end, the Bank has increased 
the number of key monetary policy 
publications it issues. The Monetary Policy 
Report Update now supplements the full 
Monetary Policy Report, providing quarterly 
analysis of the Bank’s views on inflation 
and economic growth. 

In 2000, the Bank established a 
system of eight pre-determined dates to 
announce changes to the Bank Rate. The 
press releases accompanying each announce- 
ment add another element to the stream of 
monetary policy communications. 


Readership Survey: 


Bank of Canada Review 





The quarterly Review, one of the Bank’s 
key publications, contains articles on 
topics of economic and financial 
interest, as well as speeches and 
conference summaries. The Bank 
surveyed the Review’s readership in 
2000, one year after a major change in 
its format. Respondents rated the 
Review at 3.8 out of 5 on their interest 
in the topics and 3.9 out of 5 on the 
rigour of the economic analysis. 
Eighty-eight per cent felt that the 
technical level of the articles was about 
right. 
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As part of the continuing effort to 
promote awareness of the Bank’s work, 
senior officials have stepped up their visits 
to all regions of the country. In 2000, this 
involved seven major speeches by the 
Governor and close to 30 public speeches 
and more informal meetings by the Senior 
Deputy Governor and five Deputy 
Governors. These contacts supplement the 
work done by staff in five regional offices 
who keep in touch with local groups and 
associations to share information on the 
economy and on monetary policy. 

The Bank oversees Canada’s major 
clearing and settlement systems. To make 
the public more aware of the important 
role it plays in this area, the Bank’s Web 
site will soon provide comprehensive 
information on these activities. 

The Bank is also responsible for 
designing and producing Canada’s bank 
notes, and it realizes that an informed 
public is the best defence against 
counterfeiting. Over the past several years, 
the Bank has refined and expanded its 
currency-education program to increase 
awareness of the key security features on 
genuine bank notes. This work intensified 
in preparation for the introduction of a 
new bank note series. 

The Bank is using the latest 
information technology to become more 
accessible to the Canadian public. Its Web 
site (www.bankofcanada.ca) offers a vast 
amount of material, including speeches, 
press releases, explanatory notes on 
monetary policy and bank notes, as well as 
detailed statistical information. In 2000, the 
Web site was ranked second among 24 
central-bank sites reviewed by Lombard 
Street Research in London because of its 
“accessible and educational approach.” 
Since that rating, the site has undergone a 
major upgrade and expansion. 


Corporate Governance 


Board of Directors 

The Bank of Canada Act sets out 
responsibilities for the Board of Directors 
and for the Governor. The Board is 
responsible for general oversight and has 
specific duties related to finance, human 
resources, and overall administration, 
while the Governor is responsible for 
monetary policy and the other businesses 
of the Bank. Over time, an extremely close 
collaboration between management and 
the Board has developed, and this has 
contributed to the smooth administration 
of the Bank. 

The Board of Directors is composed 
of 12 Directors from outside the Bank plus 
the Governor, who is the chairman, and the 
Senior Deputy Governor. The Deputy 
Minister of Finance sits on the Board as a 
non-voting member. The outside Directors 
come from across Canada and provide an 
important link to the various regions of the 
country. Directors are appointed for three- 
year terms and may be reappointed. 


Board Stewardship in 2000 


An important aspect of the Board’s 
stewardship was its contribution to the 
development of the strategic initiatives the 
Bank will pursue. During 1999, the Board 
oversaw a process, led by management, 
that identified the key challenges, 
including those arising from the changing 
technological and international 
environment, that would influence the 
Bank’s core businesses in the future. In 
response to these challenges, management 
presented to the Board a number of 
strategic initiatives in 2000 including the 
enhanced communication of monetary 
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policy and an increased focus on core 
responsibilities. 

As part of its general oversight of the 
Bank, the Board has focused, over the last 
several years, on ensuring that the Bank 
has a working environment that continues 
to attract and retain high-quality staff. 
Important improvements to the total 
compensation regime, including the move 
to a performance-based pay system, were 
introduced, as were improvements to other 
aspects of the working environment, such 
as Clearer delegation of authority and a 
greater commitment to employment equity 
and bilingualism. Another priority of the 
Board over the last two years has been the 
selection of the Bank’s management team. 
In 1999, the Board approved several 
rounds of promotions and rotations to 
increase the depth of the executive 
management team, including changes to 
the Governing Council. In 2000, the Board 
approved a number of promotions and 
rotations at the entry level of senior 
management and took steps to prepare the 
next level of managers to move into senior 
positions in preparation for retirements at 
senior levels. New positions were created 
in Montreal and Toronto and brought into 
the executive management team. 

During the year, the Directors also 
completed the most important step in 
succession planning by choosing a new 
Governor. In May, Governor Gordon 
Thiessen announced his intention to retire 
at the end of his term on 31 January 2001. 
The Directors conducted a comprehensive 
review of candidates and appointed David 
Dodge for a seven-year term. The appoint- 
ment was approved by the Government of 
Canada through Order-in-Council on 
20 December 2000. 
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Although the Board is not 
responsible for the conduct of monetary 
policy, as part of its oversight responsibil- 
ity it has an interest in the effectiveness of 
the monetary policy formulation process— 
the standards employed in the gathering of 
information, the quality of both the staff 
and of the analysis they use. To gain one 
perspective, the Directors met in private 
session with the Visiting Special Adviser, 
Daniel Racette, an outside academic who 
worked with Bank management for a one- 
year period. For an additional comparison, 
Directors met privately with representa- 
tives from the International Monetary 
Fund. In both cases, Directors were 
impressed with the assessment of the Bank’s 
monetary policy staff and processes. 

As the Bank’s strategic initiatives 
were implemented during the year, the 
Board kept them under review. One of 
these initiatives involved the outsourcing 
of the operations and systems support 
for the retail debt program. The Board 
appointed a group of Directors to monitor 
and advise on all aspects of the progress of 
this important reorganization. The Board 
also formed an ad hoc committee to 
examine the status of the staff pension 
fund. 


Board Governance Practices 

Over the years, the Board has adopted best 
governance practices from the public and 
private sectors. To continually incorporate 
practices appropriate to the Bank, the 
Board created a Corporate Governance 
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Committee in 1996. The committee is 
composed of four outside Directors, one of 
whom is chosen by the Board to be Chair 
and Lead Director. The committee assesses 
all aspects of governance and makes 
recommendations for changes to the 
Board. Along with the chairs of the other 
Board committees, the Corporate 
Governance Committee reviewed and 
revised the terms of reference of each 
committee during 2000. As a general 
practice, the Lead Director and the Chair of 
the Human Resources and Compensation 
Committee meet at the end of the year with 
the Governor and Senior Deputy Governor 
to review their performances and to 
discuss objectives for the coming year. The 
Corporate Governance Committee also 
coordinates the views of Directors with 
regard to the annual evaluation of the 
Deputy Governors. 

As a further step in ensuring that 
the Board operates independently of 
management, the Lead Director chairs a 
private session of outside Directors after 
each Board meeting. At the end of the year, 
Directors conducted an evaluation of the 
Board’s performance and concluded that it 
was fully exercising its stewardship of the 
Bank’s affairs. 

Directors are paid according to a fee 
structure recommended by the govern- 
ment and approved by Order-in-Council. 
For 2000, the total remuneration to all 
Directors was $216,000. 
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Governing Council 

The Governor, the Senior Deputy 
Governor, and five Deputy Governors sit 
on the Governing Council, which takes 
collective responsibility for the Bank’s 
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affairs. This includes formulating and 
implementing monetary policy as well as 
dealing with broad organizational and 


strategic issues. 





s Freedman 


Governor 
al institutions / 
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In 1999, the Governing Council, 
together with the Board of Directors, 
developed a strategic plan in response to 
such factors as globalization, technological 
change, changing workforce requirements, 
and a desire for greater transparency in 
monetary policy. 

In 2000, the Governing Council 
began the process of implementing the 
plan through a number of initiatives 
discussed throughout this Report. Two of 
the most important initiatives were the 
adoption of a procedure for announcing 
monetary policy decisions according 
to a pre-announced schedule and the 
decision to move major portions of the 
administration of the retail debt operations 
to an outside service-provider. Other 
initiatives included an increased 
concentration on aspects of financial 
stability and an increased involvement 
in international developments. The 
implementation of the strategic plan will 
further the thrust towards a central bank 
that is focused on its most essential 
responsibilities. 

In addition to their collective 
responsibility for the affairs of the Bank, 
members of Governing Council are 
responsible for specific departments and 
head up different Bank-wide initiatives. 


The Management Forum 
Consisting of the Governing Council, 
Advisers, and Department Chiefs, the 
Management Forum meets regularly 

to exchange information on general 
management issues and to review policy 
proposals. This group plays a key role in 
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medium-term planning by helping to 
identify strategic issues and priorities. The 
members also have important individual 
management responsibilities. The 
Advisers assume responsibility, under 
the direction of a member of Governing 
Council, for particular areas of research or 
administration. A Visiting Special Adviser, 
usually from a Canadian university, joins 
the Bank on a one-year contract to advise 
management and to work with staff on 
special studies that further the Bank’s 
research agenda. 

The Bank’s operations are organized 
into 11 departments and the Department 
Chiefs are responsible for the operations in 
their own areas and for ensuring that the 
policies and values of the Bank are 
implemented. Agreements established 
between Department Chiefs and a member 
of Governing Council set out the results 
expected and establish financial constraints 
for each department. 

The management of the Bank also 
operates through review committees that 
bring a wide range of views to the table. 
The Monetary Policy Review Committee 
advises Governing Council in their 
formulation of monetary policy and plays 
an important role in the assessment of 
economic conditions during the process 
leading up to the decision taken on each 
fixed announcement date. The Financial 
Stability Review Committee, created in the 
second half of 2000, advises Governing 
Council on domestic and international 
issues affecting the stability of the 
Canadian financial system. 
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Monetary Policy 


The goal of the Bank’s monetary policy 

is to contribute to solid economic 
performance and rising living standards 
for Canadians by keeping inflation low 
and stable. To do this, the Bank strives to 
keep the trend of inflation, as measured 
by the consumer price index (CPI), within 
a target range of 1 to3 per cent. This range 
is established jointly with the government 
under an agreement that continues to the 
end of 2001. An announcement on the 
target for monetary policy will be made 
by that time. 


ormance of - 
ny in part reflects — 


The Bank of Canada implements 
monetary policy by changing the Bank 
Rate, the minimum interest rate it charges 
on loans to financial institutions. The 
Bank Rate influences other short-term 
interest rates and other rates of return, as 
well as the exchange rate of the Canadian 
dollar. The influence on inflation from a 
change in the Bank Rate comes only 
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indirectly and is usually felt over a period 
of 18 to 24 months. To keep its focus on 
underlying inflation, the Bank closely 
follows a measure of core consumer 
prices. 


_ CPI: Why core and total? 

_ The inflation-control targets are expressed 
| in terms of the year-over-year rate of 

_ increase in the total CPI. This is the best 

| available measure of the changes in the 

| cost of living for most Canadian 

' households. Although the targets are 

: specified in terms of the total CPI, the 
Bank uses the core CPI (CPI excluding 

| food, energy, and the effects of changes in 
| indirect taxes) as the basis for policy 

| actions. Core CPI inflation is, therefore, 

_ the operational target for monetary 


| policy. 


Many of the short-run movements 


| in the total CPI are caused by fluctuations 
' in food and energy prices that cannot be 
| offset by monetary policy since the effects 
__ of policy are spread over longer periods. 


: By removing these transitory influences, 


| core CPI inflation provides a better mea- 
_ sure of the underlying trend in inflation 


and is, therefore, a more appropriate 


| guide for policy. 


Provided fluctuations in food and 
energy prices have only temporary effects 


| on inflation, the total and core measures 


of the CPI would move in a similar 
fashion over the medium term. 

















| 


| 








Meeting the Inflation Target 
The Bank’s core measure of inflation 
remained around 1.5 per cent for 
most of 2000 before rising to 1.9 per 
cent in December. The overall 6 
consumer price index tended to rise 
by between 2.5 and 3.2 per cent on 4 
a twelve-month basis for most of 
2000, pushed up by higher prices for 
gasoline, natural gas, and fuel oil. 

Despite the rise in these 
energy prices, average private 
sector forecasts for the CPI have 
remained near the centre of the 
Bank’s inflation-control target 
range, at around 2.4 per cent for 
2001 and 2.0 per cent for 2002. 

Longer-term expectations of 
inflation, as represented by surveys of 
forecasters, also remained near the 
midpoint of the Bank’s target range. 
Another measure of longer-term expec- 
tations, the yield spread between conven- 
tional and inflation-indexed bonds, ended 
the year near the midpoint. 

After growing by 4.5 per cent in 
1999, the Canadian economy posted 
another impressive performance in 2000. 
It grew by close to 5 per cent, while the 
unemployment rate averaged 6.8 per cent, 
the lowest annual average since 1974. The 
economy benefited from strong U.S. 
demand, which supported rapid growth 
in Canadian exports in the first half of the 
year. Rising employment and a high level 
of consumer confidence boosted house- 
hold spending. This strong momentum 
pushed the Canadian economy near 
capacity levels. Thus, the Bank Rate was 
raised by one percentage point in the first 
half of the year to contain future inflation 
pressures. Towards the end of the year, 
global economic expansion slowed, 
reflecting primarily a sharp slowdown 
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CPI excluding food, 
energy, and the effect 
of indirect taxes 


_ Total CPI 


Target range 





Consumer Price Index 


12-month percentage change 





1991 1992 1993 1994 1995 1996 1997 1998 


* Midpoint of the inflation-control target range 


in the U.S. economy. The Bank held 
the Bank Rate constant at 6.0 per cent 
on 5 December 2000, its first fixed 
announcement date, and lowered it 
to 5 3/4 per cent on its 23 January 
announcement date. 


Promoting an Understanding of 
Monetary Policy 

A number of new initiatives were taken 
in the past year to improve the public’s 
understanding of the reasoning behind 
the Bank’s actions. 

In August 2000, the Bank began 
publishing a formal Update to its semi- 
annual Monetary Policy Report. Available 
as a stand-alone document and on the 
Bank’s Web site, the Update is published 
each February and August to ensure a 
continuous quarterly flow of information. 

The Bank announced that, begin- 
ning on 5 December 2000, Bank Rate 
changes would be set on eight pre- 
established dates per year, except in 
extraordinary circumstances. A press 
release giving the reasons behind the 
decision about the Bank Rate will be 
published at 9 a.m. on each fixed date, 
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1988 


2000 


Reasons for Fixed 
Announcement Dates 





The Bank expects that fixed 
announcement dates will help to make 
monetary policy more effective. Fixed 
dates will remove the uncertainty in 
financial markets about the timing of 
Bank Rate changes. They should also 
focus greater attention on the 
economic and monetary situation in 
Canada; underscore the medium-term 
perspective that underlies monetary 
policy; and increase the Bank’s 
transparency, accountability, and 
ongoing dialogue with the public. This 
should contribute to better public 
understanding of the factors 
influencing monetary policy and 
increase the public’s ability to 
anticipate the direction of policy. 


which will typically be a Tuesday. Four 
times a year, the Monetary Policy Report or 
the Update will be released about two 


weeks after the Bank Rate announcement. 


In February 2000, the Bank of 
Canada announced new senior positions 
in the Financial Markets Department in 
Toronto and Montreal. These positions 
will contribute to the Bank’s objectives of 
enhancing the openness and transparency 
of monetary policy and promoting well- 
functioning financial markets. 

Staff in the Bank’s five regional 
offices maintain contact with provincial 
governments, industries, educational 
institutions, and the general public. 
Their quarterly surveys of firms and 
associations provide important input 
for the Bank’s analysis of the Canadian 
economy. Regional staff assist the 
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Governing Council and the Directors with 
their communications activities across 
Canada. This year, the Bank’s Board of 
Directors held one of their meetings in 
Calgary. An extensive program of 
outreach activities was organized around 
the Board meeting, and this allowed for 
two-way communication between Bank 
officials, industry, and local governments 
on economic and monetary policy issues. 
These activities were just one example of 
the outreach program across the country. 


Carrying Out Research and 
Analysis 

Research and analysis provide the 
foundation for formulating and 
implementing monetary policy. In 
carrying out their research, Bank 
economists find it very useful to meet 
with other researchers at conferences and 
seminars, as Well as over the Internet. The 
Bank is also increasing its efforts to form 
partnerships with academics, research 
institutes, and foreign central banks. 

The nature of the inflation targets 
themselves is an important element in the 
formulation of monetary policy. Since the 
Bank’s current agreement with the 
government expires at the end of 2001, 
one research priority in 2000 was an in- 
depth examination of the issues involved 
in choosing a target rate of inflation for 
monetary policy. To aid in this process, a 
seminar on price stability was held in 
June, focusing on issues related to the rate 
of inflation to be targeted as well as to the 
specific design of the targets. The seminar 
papers, which are posted on the Bank’s 
Web site, will be published shortly. 

The Bank also hosted a conference to 
revisit the case for flexible exchange rates. 
Motivated largely by the introduction of 
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the euro in 1999 and by the recent collapse 
of fixed exchange rate systems in many 
emerging-market economies, the 
conference was also an opportunity to 
recognize the adoption of a floating rate by 
Canada 50 years earlier. Papers presented at 
the conference examined and compared 
the effects of various exchange rate 
regimes on macroeconomic performance 
and financial market stability in both 
developed and emerging-market 
economies. These papers are also posted on 
the Bank’s Web site and will be published 
later this year. 

The Bank’s annual conference for 
2001 will examine financial markets 
structures with a focus on liquidity and 
the dynamics of price movements. 

The Bank has been working closely 
with Statistics Canada to construct a 
new quarterly labour-compensation 
index that will give us a better picture of 
compensation trends. 

The Bank has been represented on 


the advisory committees for a number of 





An outreach activity at Mount Royal College, Calgary 
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conferences that dealt with productivity 
growth and the standard of living. The 
Bank also hosted a workshop on advances 
in macroeconomic model-building. 
Attended by representatives of 12 central 
banks, this workshop allowed modellers 
to present their recent work and to obtain 
feedback. The Bank also participated in a 
staff exchange with the Bank of England 
in the financial markets area. Views on the 
inflation-targeting framework were 
exchanged with other inflation-targeting 
central banks through various means, 





including a meeting in London organized 
by the Bank for International Settlements. 


Assessing International 
Developments 
Both the Canadian economy and its 
financial markets are very open to 
international influences. Understanding 
and interpreting foreign developments is 
therefore extremely important. To that 
end, Bank officials participate in many 
international groups, where significant 
developments in the world 
economy are discussed. 
These include working 
parties and committees of the 
Organisation for Economic 
Co-operation and Develop- 
ment, the meetings of G-10 
central bank governors, 
regular meetings held at 
the Bank for International 
Settlements, and meetings 
of the G-7, G-10, G-20, and 
the International Monetary 
and Financial Committee. 
Until a couple of years 
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framework for monetary 
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policy with flexible exchange rates had been 
used primarily in industrial countries. 
There has since been enormous interest in 
that framework from various emerging- 
market economies, especially those who 
have had to abandon fixed exchange rates. 
By the end of 2000, a number of emerging- 
market economies (such as Brazil, Chile, 
Poland, and South Africa) had adopted 
inflation targets. Other countries, such 

as Peru and Thailand, are actively 
considering such targets as the basic 
framework for monetary policy. The 
discussion of inflation targeting in these 
and other countries has raised the demand 
for technical assistance from the Bank of 
Canada, especially on issues regarding 
the policy framework and econometric 
modelling. 


Operating Expenses 

Operating expenses for the monetary 
policy function in 2000 were relatively 
unchanged from 1999 levels. The Bank 
spent $38.8 million in 2000 (approxi- 
mately 20 per cent of its total operating 


expenses) on formulating and 
implementing monetary policy. There 
were increases in the resources devoted to 
assessing international economic and 
financial developments and their 
implications for Canadian monetary 
policy as well as implementing a more 
systematic and integrated approach to 
communicating monetary policy. 
However, these increases were offset by 
reductions in other areas, including 
computer systems costs, mainly due to the 
completion in 1999 of year-2000 testing 
and modification. 





Monetary Policy Activities as a 
Proportion of Total Bank Expenses 






Communications $12.5 million if 


Research $11.9 million 





Current analysis and projection $14.4 million 
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During the past two years, there has been an active debate in Canada about the possible 
advantages of an alternative exchange rate system. Attention has focused, in particular, on 
the prospective benefits of a monetary union or common currency regime between Canada 
and the United States. The Bank of Canada has been actively engaged in this debate, 
examining the advantages and disadvantages of different regimes. 

While a fixed exchange rate or common currency might provide some benefits in 
terms of lower transactions costs and reduced exchange rate uncertainty, the evidence 
indicates that the macroeconomic benefits of a flexible exchange rate still dominate. 

As long as Canada wants to pursue separate economic policies that are suited to 
its own circumstances and that require differing monetary conditions, the shock-absorber 
element of a floating currency serves the country well. 
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Currency 


Every day, Canadians make millions of 
transactions using bank notes. They rely 
upon the Bank of Canada to provide a 
sufficient supply of quality bank notes 
that are secure against counterfeiting. 


Launching the New Note Series 

In January 2001, the Bank launched a new 
series of bank notes, entitled Canadian 
Journey, to further enhance the security of 
Canada’s currency. 

The first note in the new series—a 
$10 note—went into circulation in January 
2001. The $5 note will be issued later in 
2001, and the remaining denominations 
($20, $50, and $100) will be introduced 
over the next two to three years. 

The last Canadian note series was 
introduced 16 years ago. Since then, major 
technological developments in bank note 
production have made it possible to 
incorporate improved security features 
into paper currency. These new features 
come at a time when affordable high- 
resolution colour copiers, inkjet printers, 
and computer scanners have increased the 
potential for counterfeiting. 

The new series of bank notes 
contains security features developed in 
co-operation with bank note printing 
companies, law-enforcement agencies, 
and leading note-issuing authorities 
around the world. 

The new notes also include a 
durable tactile feature that greatly 
improves the ability of blind and vision- 
impaired persons to recognize different 
denominations. 

The Bank consulted Canadians 
across the country to ensure that the 
designs chosen for the new notes—the 
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first to be designed entirely in Canada— 
reflect Canada’s culture, history, and 
achievements. 


Themes for the 


New Note Series 





$5 Children at Play 

$10 Remembrance and Peacekeeping 
$20 Arts and Culture 

$50 Nation Building 

$100 Exploring and Innovating 


The Bank also worked closely with 
financial institutions and equipment 
manufacturers to ensure that the new 
notes will not require major changes to 
note-handling facilities and equipment. 

New bank note technology and 
security features are a powerful defence 
against counterfeiting. Accordingly, 
during 2000, the Bank continued to 
pursue its program of research and 
development on bank note technology 
and security, even as it prepared to launch 
new notes. It is expected that this research 
will result in new or additional security 
features that could be incorporated 
during the life of the new note series. The 
research is also aimed at improving the 
overall durability of notes, thereby 
increasing the cost-effectiveness of bank 
note production. 
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The Incidence of Counterfeiting 
Counterfeiting remains at relatively low 
levels in Canada—only a very small 
fraction of the total value of bank notes 
in circulation. 


Value of Counterfeit Bank Notes Found 
Ta@ri ceili Flares g 
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After rising sharply in 1998 to just 
under $5.2 million, owing largely toa 
substantial increase in the number of 
counterfeit $100 notes, the value of 
counterfeit notes found in circulation fell 
to some $4.2 million in 1999 and to about 
$3.7 million in 2000 out of a total of notes 
in circulation of almost $37 billion at year- 
end. This reduction reflects declines in the 
counterfeiting of $20 and $100 notes and is 
attributable, to some extent, to the growing 
effectiveness of the Bank’s currency- 
education program. 

In the current series, counterfeit 
notes are readily distinguished from 
genuine notes by an absence of the gold- 
to-green colour shift in the Optical 
Security Device—the shiny rectangle in 
the upper left-hand corner of genuine $20, 
$50, $100, and $1,000 notes. Counterfeit 
notes also lack other security features 
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found on genuine bank notes, such as the 


raised ink used in the portraits and the 
green dots or planchettes that can be 
peeled off. 

For more information about the 
security features on genuine bank notes, 
telephone 1-888-513-8212 or visit our Web 
site at www.bankofcanada.ca/banknotes. 

The Bank works closely with the 
Royal Canadian Mounted Police (who are 
responsible for the enforcement of 
Canada’s anti-counterfeiting laws) to 
monitor and analyze counterfeiting in 
Canada. This monitoring and analysis 
provides valuable support to counter- 
feiting investigators and to the Bank’s 
own currency-education program. 


Currency Education 

The most effective defence against 
counterfeiting is an informed public that 
can readily recognize the security features 
found on genuine bank notes. 

In 2000, the Bank broadened the 
scope and increased the effectiveness of 
its currency-education program. Bank 
staff made some 260 presentations to cash 
handlers in the retail and financial 
services sectors, to business and civic 
groups, to educational institutions, and to 
law-enforcement agencies to increase 
their awareness of the key security 
features of genuine bank notes. Many of 
the presentations were made to new 
audiences, some in areas of the country 
that had not previously been visited by 
Bank staff. In addition, Bank staff actively 


sought out audiences— for example, the 
managers of retail outlets—who could 
pass their newly acquired knowledge on 
to others. 

The presentations were com- 
plemented by media interviews, by the 
information services provided directly 
through the 1-888 telephone line and the 
Bank’s Web site, by the distribution of 
posters, leaflets, training videos, and an 
information kit designed specifically for 
the retail sector and law-enforcement 
agencies, and by programs provided 
through the Bank’s Currency Museum. 





There’s something for everyone 
at the Currency Museum. 
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The Currency Museum 





The year 2000 marked the twentieth 
anniversary of the opening of the 
Currency Museum. 

The museum has its origins in 
initiatives that were taken by the Bank 
in the late 1950s and early 1960s to 
develop a definitive collection of 
Canadian coins, tokens, paper money, 
and historical financial documents— 
something that did not exist at the 
time—and to make the collection 
accessible to the general public. 

The collection, which was 
designated as the National Currency 
Collection in 1975, has grown through 
loans, gifts, and purchases over the 
years. It now comprises some 100,000 
individual items, including 
representative collections of ancient 
and medieval coins as well as modern 
coins and paper money from many 
countries. 

Items from the National Currency 
Collection have appeared on the cover 
of the Bank of Canada Review since 1972 
and on the cover of the Monetary Policy 
Report since that publication was first 
issued in 1995. 

Since it opened in December 1980, 
the Currency Museum has welcomed 
some 680,000 visitors and has served as 
a model for central bank museums in 
other countries. 

The mission and operations of the 
Currency Museum have evolved over 
the years, in line with trends within the 
museum community at large. Over the 
next several years, the museum will 
make the treasures of the National 
Currency Collection more readily 
available to Canadians in all regions of 
the country through Web-based 
programs and exhibits on Canada’s 
numismatic heritage and on the roles 
and responsibilities of the Bank. 
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International Involvement 
Counterfeiting is an international threat. 
A coordinated international response is 
becoming increasingly important to the 
Bank’s ability to supply bank notes that 
are readily accepted without concerns 
about counterfeiting. Accordingly, the 
Bank is actively involved in a number of 
international initiatives with other central 
banks, note-issuing authorities, and 
equipment manufacturers and suppliers. 
These activities range from providing a 
forum for the exchange of views on all 
aspects of the design, production, and 
distribution of bank notes to the co- 
operative development, assessment, and 
implementation of bank note technology 
and security features. 


Withdrawing the $1,000 Note 
Effective 12 May 2000, the Bank stopped 
issuing $1,000 bank notes and began to 
withdraw them from circulation as part of 
the federal government's fight against 
money laundering and organized crime. 

The $1,000 notes are being 
withdrawn over time with the help of 
financial institutions, which have been 
asked to return the notes to the Bank as 
they are deposited or exchanged by the 
public. All $1,000 notes returned to the 
Bank are destroyed, and the Bank has 
taken steps to ensure that an adequate 
supply of bank notes of lower 
denominations is available to replace 
the discontinued notes. The $1,000 note 
remains legal tender. 

At the end of April 2000, there were 
about 3.5 million $1,000 notes in 
circulation, representing less than 0.4 per 
cent of the total number of all notes in 
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circulation but some 10.9 per cent of the 
value. Between May and December 2000, 
711,222 $1,000 notes were returned to the 
Bank and destroyed. 


Operating Expenses 
Expenses for currency operations were 
$48.5 million during 2000, about 25 per 
cent of the Bank’s total operating expenses 
during the year. These expenses represent 
a decline of $24.2 million, or some 33 per 
cent, from 1999. 

Most of the reduction in operating 
expenses in 2000 relates to: 


¢ lower production costs for bank notes 
because of the advanced printing of 
the note order in 1999 to meet a 
possible increase in demand arising 
from year-2000 concerns 


e the rescheduling of bank note 
production to accommodate the 
introduction of the new note series 
in 2001 


Currency Activities as a : 





Proportion of Total Bank Expenses 


Research and 


development $4.3 million 


/: Distribution $34.2 million 


Production $10.0 million 































Central Banking Services 


This function comprises two major 
activities: the promotion of financial 
stability and the provision of efficient 
funds-management services to the federal 
government. 


Promoting Financial Stability 
Well-functioning market economies like 
Canada’s require widespread confidence 
in their money and in their financial 
systems and institutions. It is essential to 
have a financial system in which money 
and financial claims issued by financial 
institutions and others can be reliably and 
efficiently created, held, and transferred. 
Along with other public sector bodies, the 
Bank of Canada has a responsibility to 
contribute to the stability of the Canadian 
and international financial system. 
Central banks around the world are 
closely examining their roles in this area, 
and the Bank of Canada is no exception. 


Clearing and Settlement Systems 
Clearing and settlement systems that 
process large-value or time-sensitive 
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transactions are fundamental to the 
operation and stability of Canada’s 
economy, although they function 
virtually unnoticed. The Bank of Canada 
plays a central role through its oversight 
of these systems under the Payment 
Clearing and Settlement Act (PCSA) to 
promote their safety and effectiveness. 
The provision of accounts at the Bank of 
Canada to settle obligations among their 
participants and other services also 
facilitate the safe and reliable operation of 
these systems. 

The Bank was part of a task force 
of 23 central banks, the International 
Monetary Fund, and the World Bank that 
identified the types of risks in major 
payment systems and developed a set of 
core principles that these systems must 
satisfy to be considered safe and efficient. 
These core principles were published by 
the Bank for International Settlements in 
final form in January 2001, and the Bank 
of Canada is incorporating them into its 
oversight guidelines. Canada’s LVTS is 
already in full compliance with the core 
principles. 


| The Bank of Canada and Financial Stability 





The Bank’s contribution to financial stability reflects its system-wide perspective and draws 
on its expertise as a monetary authority, its ability to create liquidity in the form of risk-free 
claims on the Bank, and its knowledge of clearing and settlement systems and financial 
markets. The Bank contributes to financial stability through its oversight of, and the 
provision of services to, major clearing and settlement systems, its role as a provider of 
liquidity to the financial system in both ordinary and extraordinary situations, its policy 
advice on financial system design and development, its monitoring of the financial system, 
its research into the functioning of the financial system, and finally, its collaboration with 
other agencies concerned about financial stability in domestic and international forums. 
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Major Clearing and Settlement Systems in Canada 





These important systems are used by financial institutions to transfer funds or to process 
and discharge payment obligations and transfer financial assets related to the purchase 
and sale of financial instruments such as debt, equity, or derivatives. The value of the 
transactions flowing through these systems is very large. The Large Value Transfer System 
(LVTS) is a payment system that processes approximately $100 billion in payments every 
day. The Debt Clearing Service (DCS) handles transactions involving primarily Canadian- 
dollar Government of Canada bonds and treasury bills and money-market securities 
amounting to approximately $100 billion to $150 billion every day. 


As part of its oversight responsibilities, 
the Bank is participating in the work to 
enhance the DCS so that, within the next 
two years, virtually all transactions in 
corporate debt and equities will be settled 
in this well-risk-proofed system. This 
system will also facilitate faster settlement 
of securities trades. 

The objective of market participants 
is to settle all securities trades the day 
after the trade is entered into, rather than 
up to three days after the trade, as is the 
current practice for transactions involving 
corporate bonds, equities, and some 
government bonds. While it is not 
expected that this initiative will be 
implemented before 2004, preparations 
have already begun, since some 
significant changes to the clearing and 
settlement processes used by securities 
market participants will be required. 

The Bank remains closely involved 
with the CLS Bank, an international 
banking industry initiative being built to 
reduce and control the risks associated 
with the settlement of foreign exchange 
transactions. The Bank of Canada will 
provide services to support this initiative 
and is currently testing the efficiency and 
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reliability of these arrangements with the 
CLS Bank. The Bank expects to participate 
in tests involving other central banks, CLS 
Bank, and selected financial institutions in 
the third quarter of 2001, with a view to 
the system becoming operational later in 
the year. 

In its role as the oversight agency for 
major clearing and settlement systems 
under the PCSA, the Bank has been 
assessed as being fully compliant with the 
IMF's Code of Good Practices on 
Transparency in Monetary and Financial 
Policies. (The assessment was carried out 
by the IMF in 1999, and the results are 
posted on the IMF’s Web site— 
www.imf.org.) Nevertheless, the Bank is 
working to make more information on its 
oversight activities readily available. It 
intends to enhance its Web site to provide 
the relevant legislation, oversight 
guidelines, descriptions of the major 
clearing and settlement systems subject to 
oversight, and their risk-containment 
arrangements, as well as links to other 
Web sites carrying related information. 
These changes to the Bank’s Web site 
should be completed by the third quarter 
of 2001. 





Other Financial Stability Activities 
During 2000, other activities related to 


financial stability included: 


the continued provision of analysis 
and advice to the Department of 
Finance on many issues affecting the 
safety and efficiency of the financial 
system. This work focuses most 
notably on issues related to the 
payments system, including the 
Bank’s oversight activities, and on 
issues that might affect the Bank’s role 
as a last-resort provider of liquidity to 
the financial system. Legislation 
designed to bring about significant 
changes in the financial sector was 
introduced in June 2000 by the federal 
government, but was not passed 
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before Parliament ended its activities 
prior to the November federal election. 
The government has stated that it 
intends to reintroduce this legislation 
early in 2001. 


an increase in staff resources devoted 
to work on financial stability in the 
international arena, particularly in 
areas of exchange rate regimes and 
crisis prevention and resolution (see 
the box below). The Bank of Canada 
and the Bank of England worked 
closely together on a possible 
framework for international crisis 
management, focusing on the roles of 
official and private sector entities and 
on the merits of temporary debt 
standstills. 


The Bank of Canada participates in a number of international forums where information is 
shared and current issues are debated. Some examples are: 


¢ The Financial Stability Forum (FSF) and the Group of Twenty (G-20) 


As part of its mandate to promote information exchange and to coordinate activities 
between national and international groups addressing financial stability, the FSF 
focused on issues related to highly leveraged financial institutions, offshore 
financial centres, capital flows, the implementation of international standards 
applicable to the financial sector, and deposit insurance. The G-20 has discussed 
issues such as exchange rate regimes, prudent debt management, the use of 
standards and codes, and private sector involvement in the prevention and 
resolution of sovereign financial crises. 


The International Monetary and Financial Committee (IMFC) 

The IMFC advises the IMF in its role in contributing to international financial 
stability. Among its recommendations, the IMFC supported the inclusion of 
collective-action clauses in loan contracts with national governments as a means of 
facilitating joint action in the event of a financial crisis. The Government of Canada 
agreed to include such clauses in its own future foreign bond contracts. 


The Bank for International Settlements (BIS) 

The Bank participates in working groups under the auspices of the BIS that address 
topics such as the identification and control of risks in systemically important 
payment systems, the understanding of, and policy issues associated with, retail 
payment systems, and safety and efficiency issues in securities-settlements systems. 
The work of these groups is usually available on the BIS Web site (www.bis.org). 
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° participation in meetings with other 
central banks that are also examining 
their role in contributing to financial 
stability and how their research 
activities can support this role. The 
Bank began to add significantly to the 
resources devoted to its financial 
stability activities and to reorganize its 
internal arrangements in this area. It 
has also focused more on fundamental 
research related to financial stability. 


Funds-Management Services 


Advising on the Government's 
Borrowing Program 

One of the Bank’s main tasks as fiscal 
agent for the federal government is to 
advise on the management of the federal 
public debt. Over the past two years, 
initiatives in this area have focused on 
modifications needed to the government’s 
borrowing and debt-management 
program as a result of its budget surpluses 
and declining debt levels. In particular, 
efforts have been directed at enhancing 
the liquidity of the government's 
outstanding debt. A pilot bond-buyback 
program, introduced in 1998 for this 
purpose, was reviewed and made 
permanent in 2000. At the same time, the 
range of bonds eligible for buyback was 
increased. Over $2.8 billion in bonds was 
repurchased in 2000. A second buyback 
program, aimed at smoothing the 
maturity profile of the government's 
near-term debt, was announced in 
November on a trial basis. 

In a further effort to enhance market 
liquidity, the Bank and the government 
endorsed changes to the rules governing 
stripped Government of Canada bonds. 
Currently, market participants are able to 
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strip less-liquid bonds and reassemble the 
stripped components to create more- 
liquid instruments. The changes will 
essentially remove the restriction on the 
amounts of the more-liquid bonds that 
can be created. This may mean that the 
amount of certain bonds outstanding 
could, at times, be greater than the size 
of the original issue. 

Several improvements to the 
auction process used by the Bank to sell 
government treasury bills and bonds were 
implemented during the year, including a 
reduced turnaround time and greater 
clarity in the bidding process. 


Investing Government Funds 
Canada’s foreign exchange reserves, 
which are managed by the Bank for 

the government, increased by about 
US$3.6 billion in 2000. The increase 
resulted mainly from market operations 
of the Bank acting as fiscal agent for the 
government. The Bank also undertook to 
purchase foreign exchange to balance 
foreign-currency-denominated assets and 
liabilities. New investment guidelines and 
a more comprehensive framework for 
managing credit risk were introduced 
during the year as part of the ongoing 
efforts by the Bank and government to 
diversify the portfolio and to minimize 
the overall cost of carrying these foreign 
reserves. 

The only official foreign exchange 
intervention conducted by the Bank 
during the year took place in concert with 
other major central banks on 22 September 
in support of the euro. 

Changes to the rules governing the 
auction process for Receiver General 
deposits were proposed in a discussion 
paper issued in July. These new rules 














broaden participation and introduce 
collateral requirements. Work is 
underway to assess the operational 
aspects of the proposed collateral 
requirements and the responses of market 
participants. The new policy and the 
operational framework are expected to be 
implemented in 2001. 


Banking Agent for the Government 
All Government of Canada receipts and 
payments received by Canadian financial 
institutions are forwarded to the Bank of 
Canada for settlement. On a daily basis, 
the value of these transactions processed 
for the government will often exceed 

$2 billion. While large in value, the 
number of items processed is very low 
because financial institutions consolidate 
the individual payment items presented 
to them in their branches and forward 
these to the Bank for bulk settlement. 

These settlement payments have 
been channelled through the Canadian 
Payments Association’s (CPA) Large 
Value Transfer System since its 
introduction in early 1999. This risk- 
proofed, electronic payments system is 
now also used by the federal government 
to make most of its large payments 
directly via the Bank of Canada. 

The Bank, working with the federal 
government and the CPA, is involved in 
several initiatives to further improve the 
efficiency and security of processing 
government payments and deposits. For 
example, a more secure and automated 
system for the exchange of large-value 
payment instructions between the Bank 
and Public Works and Government 
Services Canada was introduced in 2000. 
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Other Banking Services 


Security Registry Services 

The Bank uses the services of the 
Canadian Securities Registration System 
(CSRS) to meet its obligations under 
Section 427 of the Bank Act for the 
registration of security for certain types of 
loans sought from chartered banks. 
Primary users of the CSRS are legal firms 
and lending institutions that search the 
registry for Notices of Intention, loan 
renewals, or documents indicating the 
release of loan security. 

During the year, the Bank surveyed 
user satisfaction with the services 
provided by the CSRS. Over 90 per cent of 
CSRS clients surveyed rated the overall 
quality as excellent or very good, and felt 
it delivered very good value. They saw 
the key strengths of the system as its 
reliability and timeliness in processing 
requests. The survey also led to 
suggestions on how the CSRS could 
further improve the quality of its services. 


Multilateral Financial Assistance 
The Bank advises and assists the 
government when Canada participates 
in multilateral financial-assistance 
arrangements for emerging-market 
economies. Only one such arrangement 
was in place in 2000—a facility provided 
to the Brazilian central bank by a group of 
industrial countries in December 1998. 
The Brazilian authorities paid all 
outstanding drawings on this facility 
early in the year. 


35 





» _ Annual Report 2000 


Unclaimed Balances 

Chartered banks and, effective 

31 December 2000, federally chartered 
trust and loan companies are required 

to transfer to the Bank of Canada all 
unclaimed balances maintained in 
Canada in Canadian currency that have 
been inactive for a period of 10 years. In 
recent years, the Bank has introduced new 
methods of access through the Internet. 
The public’s response to, and use of, these 
new techniques has been gratifying. 
During 2000, the Bank handled more than 
16,600 general inquiries, completed nearly 
39,400 searches, and paid a total of 

$7.3 million to satisfy 8,400 claims. 


Oy avelF-llagysve tm =t-10) @=t-1 F-lalersts 





To increase public access to 
information on unclaimed balances, 
the Bank operates a toll-free 
telephone service (1-888-891-6398) 
and maintains an e-mail address at 
ucbalances@bankofcanada.ca. 
Individuals can also use a 
search facility on the Bank’s Web 
site at www.bankofcanada.ca to find 
out if there is an unclaimed balance 
to which they may be entitled. They 
will also be told how to claim a bal- 
ance. For those without Internet 
access, most public libraries are 
now equipped with Internet sta- 
tions. The public can also access 
information on unclaimed balances 
at any of the Bank’s five regional 
offices. (See page 58 for addresses.) 
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Operating Expenses 


Central Banking Services Activities as a 
La) ole) ai(o)t me) ie) tli =f-1a) @ => of -1 nyo 








Financial etd ] 
$10.5 million 
Funds management 
$20.8 million 


Expenses for central banking services 
were $31.3 million, or about 16 per cent 
of the Bank’s total operating expenses in 
2000. This is a decrease of $1.7 million 
from 1999. While additional staff were 
required in the financial stability area, 
various factors contributed to the decline 
in the overall functional costs. These 
included lower administrative and 
computer-support costs, as well as the 
completion of systems preparation for the 
year 2000. 








Retail Debt Services 


As the government’s fiscal agent, the Bank 
provides advice and systems and 
operations-support services for the retail 
debt program. Under this program, the 
government issues Canada Savings Bonds 
(CSBs); Canada Premium Bonds (CPBs), 
which offer a higher interest rate at the 
time of issue than CSBs but are redeem- 
able only annually; and other debt 
instruments held by individuals. 

The program is directed by the 
Department of Finance through its 
agency, Canada Investment and Savings 
(CI&S), which determines the products to 
be offered, interest rates to be paid, and 
strategies for sales and marketing. 

Building on work done in 1999, the 
Bank launched a major initiative in 2000 to 
investigate options for the appropriate 
organizational structure to provide 
operations and systems support for the 
program. The aim was to improve the 
cost-effectiveness of service delivery 
while ensuring that the Bank’s 
participation in the program is consistent 
with its strategic vision of becoming a 
smaller, policy-oriented organization. 

Asa result of its studies, the Bank 
has begun a process to outsource the 
operations and systems support for the 
program, while maintaining its role as 
fiscal agent for retail debt. The Bank 
considered both the public and private 
sectors for potential suppliers but 
concluded that outsourcing to the public 
sector would not meet all of the major 
criteria. Accordingly, in September, 

a Request for Proposal was issued to a 
number of pre-qualified private sector 
firms. Responses were received in mid- 
November, and by the end of the year, the 
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Bank had almost finished evaluating 
proposals. The next step is the negotiation 
of a contract which, if successfully 
concluded, will result in the transition of 
this work from the Bank to the selected 
supplier by the end of 2001. The Bank will 
continue to be responsible for retail debt 
records and accounting, and there will be 
no impact on owners of CSBs and CPBs. 


Operational Activities 
The focus of the retail debt program in 
2000 was to: 


e continue to support the conversion to 
the New CSB Payroll Program 


¢ improve customer service 


e improve the efficiency and 
effectiveness of internal operations 


e support a pilot program of direct sales 
by telephone 


During the year, an additional 3,800 
companies converted to the New Payroll 
Program, bringing the total to 8,700. Plans 
were also advanced to provide a cost- 
effective, Internet-based method of 
transmission for smaller companies that 
have different requirements for 
administrative support. 

An external study rated customer- 
service levels in the top 25 per cent among 
financial institutions and the public 
sector. This result was achieved at the 
same time as customer enquiries 
increased 32 per cent, with growth of the 
New Payroll Program. 

Following a successful direct-sales 
pilot program in the spring, the fall 
campaign gave individuals the option of 
purchasing their CSBs and CPBs by 
telephone. 
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Operating Expenses 

Expenses for retail debt services were 
$75.6 million in 2000, or 39 per cent of 
the Bank’s total operating expenses. This 
is an increase of $1.7 million from 1999, 
reflecting increased activity, primarily to 
support customer transactions associated 
with the New Payroll Program. The 
government reimburses the Bank for all 
of these costs. 
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Retail Debt Activities as a 
Proportion of Total Bank Expenses 





Products issued through sales agents $51.5 million 





L New Payroll Program $24.1 million 
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Operating Expenses 


Monetary Policy, Currency, and 
Central Banking Services 

Over the past several years, the Bank has 
reviewed the activities involved in its 
three main functions—monetary policy, 
currency, and central banking services. 
The purpose of this review was to focus 
more sharply on the Bank’s role as a 
public policy organization, the needs of its 
clients, and the efficiency and effectiveness 
of its operations. This resulted in a net 
reduction in operating expenses of 

$39 million between 1994 and 1998 to 

a level of $129 million. 


Operating Expenses 


Monetary policy, currency, and central banking services 
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services 
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— Monetary policy 


Following an increase in 
expenditures in 1999 to $145 million, 
Operating expenses in 2000 decreased by 
$26 million (18 per cent) to $119 million. 

Preparations for the year 2000 
account for most of the fluctuations in 
1999 and 2000 operating expenses. Part of 
the bank note orders from 2000 and 2001 
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were advanced to 1999 to meet a possible 
increase in demand for notes arising from 
year-2000 concerns. As well, testing and 
modification of the Bank’s computer 
systems were completed in 1999 in 
preparation for the year 2000. Asa result, 
expenses were higher in 1999 and lower in 
2000 than they would otherwise have 
been. In addition to year-2000 
preparations, the introduction of the new 
note series in 2001 led to rescheduling of 
bank note production, which also reduced 
costs in 2000. 

In 2001, operating expenses for the 
Bank’s three main functions are expected 
to increase. This will result mainly from 
higher levels of bank note production, 
following the unusually low levels in 
2000, and from new and expanded 
programs in both monetary policy and 
central banking services. In these latter 
two areas, more resources will be devoted 
to international and financial-stability 
issues in 2001. 


Retail Debt Services 

The Bank has been providing services for 
Canada Investment and Savings—the 
agency of the Department of Finance 
responsible for the retail debt program— 
since the agency’s inception in 1996. Over 
this period, expenses have grown from 
$42 million in 1996 to $76 million in 2000. 
This growth reflects changes to major 
computing systems and to the number of 
staff required to support a broader range 
of customer services and government 
debt products. The main focus of the retail 
debt function in 2000 continued to be the 
implementation of several initiatives 
launched over the past few years to 
support new services and to improve 


operational processes and systems. All 
expenditures required to support the retail 
debt program are recovered from the 
federal government. This has been the case 
since the legislation was changed in mid- 
1997 to allow the Bank to charge for these 
services. 


Operating Expenses 


Retail debt services 
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The initiative to outsource the operations 
for processing Canada Savings Bonds and 
other retail debt instruments issued by the 
federal government, together with the 
associated restructuring of the Bank’s 
corporate services, will result in sizable 
non-recurring expenditures that will be 
more than offset by the savings to be 
realized over future years. 


Salaries 
The objective of the Bank’s compensation 
strategy is to maintain a market- 
competitive total compensation position. 
The Bank’s total compensation program 
includes base pay, re-earnable 
performance pay, flexible benefits, and 
recognition. 

The Bank’s total salary expenses in 
2000 increased by over 5 per cent from 
1999. The Bank adjusted its salary ranges 
by an average of 2.4 per cent. As well, 
additional staff were required to support 
the retail debt and monetary policy 
functions. An increased use of contract 
resources to support the Bank’s business 
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lines also contributed to the overall 
increase in salary expenses. 

For 2001, salary range increases 
averaging 2.8 per cent have been 
implemented and the Bank’s performance 
pay program strengthened to maintain a 
market-competitive position. 


Salary Expenses 
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Revenue from Investments 

Total revenue from investments was 

$2.1 billion in 2000, an increase of 10 per 
cent from 1999. The main source of 
revenue is interest earned on holdings of 
federal government securities, financed 
primarily by the bank notes that are 
issued by the Bank. Net revenue paid to 
the Government of Canada in 2000 was 
$2.0 billion. 

Net revenue is not a good indicator 
of the Bank’s management performance. 
The Bank deals in financial markets to 
achieve policy goals, not to maximize its 
revenues, and these revenues are highly 
dependent on interest rates. For these 
reasons, the level of operating expenses is 
a better indicator of the Bank’s steward- 
ship of public resources. 
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Bank of Canada 
Financial reporting responsibility 


ad 


The accompanying financial statements of the Bank of Canada have been prepared by 
management in accordance with Canadian generally accepted accounting principles. 
The integrity and objectivity of the data in these financial statements are 
management's responsibility. Management is responsible for ensuring that all 
information in the annual report is consistent with the financial statements. 


In support of its responsibility, management maintains financial and management 
control systems and practices to provide reasonable assurance that the financial 
information is reliable, that the assets are safeguarded, and that the operations are 
carried out effectively. The Bank has an internal audit department, whose functions 
include reviewing internal controls and their application on an ongoing basis. 


The Board of Directors is responsible for ensuring that management fulfills its 
responsibilities for financial reporting and internal control and exercises this 
responsibility through the Audit Committee of the Board. The Audit Committee 
reviews the Bank’s annual financial statements and recommends their approval by 
the Board of Directors. The Audit Committee meets with management, the internal 
auditor, and the Bank’s external auditors appointed by Order-in-Council. 


These financial statements have been audited by the Bank’s external auditors, Caron 
Bélanger Ernst & Young and Raymond Chabot Grant Thornton, and their report is 
presented herein. 





G.G. Thiessen, Governor ennedy, Deputy Governor 


Ottawa, Canada 
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_ AUDITORS OF THE BANK OF CANADA 
VERIFICATEURS DE LA BANQUE DU CANADA 


C. P. 813, SUCCURSALE B P.O. BOX 813, STATION B 
OTTAWA, CANADA 
K1P 5P9 
CARON BELANGER ERNST & YOUNG RAYMOND CHABOT GRANT THORNTON 
AUDITORS: REPORT 


To the Minister of Finance, registered shareholder of the Bank of Canada 


We have audited the balance sheet of the Bank of Canada as at 31 December 2000 
and the statement of revenue and expense for the year then ended. These financial 
statements are the responsibility of the Bank’s management. Our responsibility is to 
express an opinion on these financial statements based on our audit. 


We conducted our audit in accordance with Canadian generally accepted auditing 
standards. Those standards require that we plan and perform an audit to obtain 
reasonable assurance whether the financial statements are free of material 
misstatement. An audit includes examining, on a test basis, evidence supporting the 
amounts and disclosures in the financial statements. An audit also includes assessing 
the accounting principles used and significant estimates made by management, as 
well as evaluating the overall financial statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the 
financial position of the Bank as at 31 December 2000 and the results of its operations 
and cash flow for the year then ended in accordance with Canadian generally 
accepted accounting principles. 


Caren blarger Cras “bing [espe Chabot Grand Thornton 


Chartered Accountants Chartered Accountants 


Ottawa, Canada 
16 January 2001 
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Bank of Canada 
Statement of revenue and expense 


Year ended 31 December 2000 





2000 1999 
Millions of dollars 
REVENUE 
Revenue from investments, net of interest 
paid on deposits of $42.8 million ($47.2 million in 1999)...............5 2,111.0 1,910.8 
EXPENSE by function (notes 1] and 3) 
Won etary POHGyier. foto) s eagls 4 Di en Ae pinlaws Shs Mit ee Faas Pept aX 38.8 39.0 
RSUETERC Vea leak boy abet a pig aries Were ame enn Rak Oana te Mes 48.5 Pout 
Central banking services aia. o28 pare da oe aerate ei Wy vas a ye Nae ol 31.3 33.0 
118.6 144.7 
Retail debt services — expenses . =. 5600... caiale elneie ce ates Tos ee Rin es 75.6 73.9 
Retail debt Services — recovertesie. <5 ass aterm cine che tinvracae nes te (75.6) (73.9) 
118.6 144.7 
NET REVENUE PAID TO 
RECEIVER GENERAE FOR CANADA ©... ee ee ee abe. 1,992.4 1,766.1 


Se AN SR a a gad a a I po ae a 
(See accompanying notes to the financial statements.) 
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Bank of Canada 
Balance sheet 


As at 31 December 2000 





ASSETS 2000 1999 
Millions of dollars 


Deposits in foreign currencies 


USO Ollare inn ne vn cos ate hee gti Se eA eee 742.0 605.6 
Other currenciesie 28 lf 0 2 har Sint ee ee eae 4.9 4.4 


746.9 610.0 
Advances to members of the Canadian Payments Association ........ 95233 560.7 


Investments (note 4) 


lteastiry bil Sor Canada ch i... ara Vas on, eae eine ae Foe, 9,134.7 12,020.6 
Other securities issued or guaranteed by 

Canada maturing within three years ...........0..00ccces ee cee ee 8,342.5 igen hag 
Other securities issued or guaranteed by : 

Canada not maturing within three V.GALS7 x Aceh cece o ye een are 15,293.8 12,975.7 
Other bills tien sa ie, cian to RO ath hme 2 kee ete Oh ay t eS 1,666.7 ; - 
iheninvesttientes 2 c6ct af rte at mh, rlen caus ena ye koa thre 1,500.3 te SOLD 


35,938.0 37,642.3 

Bank premises (otess).aekuntetel ea A ccc Coens eel te ee Cee ete 162.8 1752 
Other assets 

Securities purchased under resale AGTCCIIENUS yates eee 1,357.5 3,669.6 


All other assets. (notes.6-and 9) 5.2 8 as chee ees ee 8 390.6 405.5 
1,748.1 4,075.1 


39,548.1 43,063.3 


(See accompanying notes to the financial statements.) 
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LIABILITIES 


Cabital paid np WiOle7 ace o oak a eso in. <b Ae ea eles 
IRESE LET OtN Sonate eer tat en ete eogem ss be Tala on arian 
Batik NOs Mi. CirCulatiOn ys ie. Sh es PF ul Ss ee Eo eS ee os 
Deposits 

CaO VCETINEHEOL. CBAC ay) ue winter hoe ore weet bee MOR ean Vatie eat 


Other members of the Canadian 


Payments Association, 2% 5 ts: n+,a.0 «besa eieie 4 2p Aoi Pofneee 2s 


CHEE CEPOsttss™ cic apart sec rere HREM ete ge Bclcey, SUN en ay a eatianere 


Liabilities in foreign currencies 
GOVEEIMOMT OL ANAC ay. 5 antats Ciel ers tial ans ee mite eagle STO fe cote 
Other liabilities 


Securities sold under repurchase agreements ...........-+-225+++5- 
Allbotherliabilities (iote OG) (i bias ene Sue ae ey baer es 


G.G. Thiessen, Governor 


On behalf of the Board 





ubowec, FCA, Chairman, Audit Committee 





2000 1999 
Millions of dollars 
5.0 5.0 
25.0 25.0 
36,775.3 40,142.6 
16.1 118 
1,669.2 1,827.8 
101.8 119.5 
267.0 428.5 
2,054.1 2,387.6 
584.4 454.5 
104.3 48.6 
104.3 48.6 
39,548.1 43,063.3 


LO thiteg 


FJ. Mahoney, Chief Acéountant 


-H. MacKay, QC, Lead Director 





(See accompanying notes to the financial statements.) 
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Bank of Canada 
Notes to the financial statements 


Year ended 31 December 2000 





1. Bank functions 
The Bank of Canada’s primary responsibilities are set out in the Bank of Canada Act 
and can be grouped into four broad functions, which are described below. Net 
operating expenses in the Statement of revenue and expense are reported on the basis of 
these four corporate functions. 


Monetary policy 

The Bank’s most important responsibility is monetary policy. The goal of monetary 
policy is to preserve the value of money by keeping inflation low and stable. In doing 
so, monetary policy contributes to better economic performance and rising living 
standards for Canadians. 


Currency 

The Bank issues Canada’s bank notes. This involves note design (with particular 
emphasis on anti-counterfeiting features) as well as responsibility for ensuring the 
printing and distribution of new bank notes and replacement of worn notes. 


Central banking services 

The Bank promotes a safe and sound financial system in Canada and provides funds- 
management services to the federal government. To promote a sound financial 
system, the Bank oversees and provides services to the major clearing and settlement 
systems through which financial assets are transferred and payment obligations are 
processed. As the federal government’s banker, the Bank provides advice on 
managing the public debt, handles new borrowings, maintains bondholder records, 
and makes payments for interest and debt redemption. It also manages the 
government's foreign exchange reserves. As well, the Bank holds unclaimed balances 
and helps people reclaim their money. 


Retail debt services 

Millions of Canadians hold Canada Savings Bonds and other debt instruments 
issued by the federal government. While management of this program is under 
the direction of Canada Investment and Savings, an agency of the Department of 
Finance, the Bank has been responsible for maintaining debt registers and for 
servicing the accounts of debtholders. The Bank recovers the cost of retail debt 
operations on a full-cost basis. 


2. Significant accounting policies 


The financial statements of the Bank are in accordance with Canadian generally 
accepted accounting principles and conform to the disclosure and accounting 
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requirements of the Bank of Canada Act and the Bank’s by-laws. As all material 
changes in cash flow are evident from the financial statements, a separate statement of 
cash flow has not been prepared as it would not provide any additional useful 
information. The significant accounting policies of the Bank are: 


a) 


b) 


c) 


d 


— 


e) 


f) 


Revenues and expenses 
Revenues and expenses are accounted for on the accrual basis. 


Employee benefit plans 

The Bank sponsors a number of defined benefit plans providing pension, other 
post-retirement and post-employment benefits to most of its employees. The Bank 
accrues its obligations under these benefit plans and the related costs, net of plan 
assets. The costs of the plans are actuarially determined using the projected benefit 
method to determine the current service costs, past service costs resulting from 
plan amendments, and experience gains and losses in excess of the 10 per cent 
corridor. For the purpose of calculating the expected return on plan assets, assets 
are valued at fair value. 


Changes resulting from adoption of the new accounting standards for employee 
benefits have been applied on a prospective basis for the period ending 

31 December 2000. The transitional balances are being amortized on a straight-line 
basis over the average remaining service periods of active plan members. 


Translation of foreign currencies 

Assets and liabilities in foreign currencies are translated to Canadian dollars at the 
rates of exchange prevailing at the year-end. Foreign currency assets held under 
short-term foreign currency swap arrangements with the Exchange Fund Account 
of the Government of Canada, as described in note 10(a), are converted to 
Canadian dollars at the contracted rates. Gains and losses from translation of, and 
transactions in, foreign currencies are included in revenue. 


Advances 

Advances to members of the Canadian Payments Association are liquidity loans 
which are fully collateralized and generally overnight in duration. The Bank 
charges interest on advances under the Large Value Transfer System (LVTS) at 
the Bank Rate. For advances under the Automated Clearing Settlement System, 
the Bank charges the Bank Rate plus a margin, which was 150 basis points at 

31 December 2000 (150 basis points in 1999). 


Investments 

Investments, consisting mainly of Government of Canada treasury bills and 
bonds, are recorded at cost and are adjusted for amortization of purchase 
discounts and premiums. The amortization, as well as gains and losses on 
disposition, are included in revenue. 


Bank premises 

Bank premises, consisting of land, buildings, computer hardware/software, and 
other equipment, are recorded at cost less accumulated depreciation. Computer 
software is capitalized only when its cost exceeds $2 million. Depreciation is 
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calculated using the straight-line method and is applied over the estimated useful 
lives of the assets, as shown below. 


Buildings 25 to 40 years 
Computer hardware/software 3 to 7 years 
Other equipment 5 to 15 years 





Special purchase and resale agreements (SPRAs) 

SPRAs are repo-type transactions in which the Bank of Canada offers to purchase 
Government of Canada securities from designated counterparties with an 
agreement to sell them back at a predetermined price the next business day. The 
Bank is prepared to enter into SPRAs at the policy target rate, defined as the mid- 
point of the operating band for the overnight interest rate (i.e., 25 basis points 
below the Bank Rate), if overnight funds are generally trading above the indicated 
target level. SPRAs are transacted with primary dealers, a subgroup of 
government securities distributors that have reached a threshold level of activity 
in the Government of Canada debt markets. 


The balance sheet category Securities purchased under resale agreements represents 
the value receivable by the Bank. As such, this amount includes the purchase of 
treasury bills and bonds, the purchase of accrued interest on bonds, and the 
interest earned by the Bank. The treasury bills and bonds purchased under resale 
agreements are not recorded as investment assets. 


Deposits 

The liabilities within this category are Canadian dollar demand deposits. For 
members of the Canadian Payments Association, the Bank pays interest on 
positive balances associated with the Large Value Transfer System (LVTS) at the 
lower end of the operating band for the overnight interest rate (50 basis points 
below the Bank Rate), and on positive balances related to the Automated Clearing 
Settlement System at the lower end of the operating band for the overnight interest 
rate less a margin, which was 150 basis points at 31 December 2000 (150 basis 
points in 1999). On Special Deposit Accounts, which serve as collateral for LVTS 
participants, the Bank pays interest at the published overnight rate less a margin, 
which was 6.25 basis points at 31 December 2000 (6.25 basis points in 1999). 


Sale and repurchase agreements (SRAs) 

SRAs are reverse repo-type transactions in which the Bank of Canada offers to sell 
Government of Canada securities to designated counterparties with an agreement 
to buy them back at a predetermined price the next business day. The Bank is 
prepared to enter into SRAs at the policy target rate, defined as the mid-point of 
the operating band for the overnight interest rate (i.e., 25 basis points below the 
Bank Rate), if overnight funds are generally trading below the indicated target 
level. SRAs are transacted with primary dealers, a subgroup of government 
securities distributors that have reached a threshold level of activity in the 
Government of Canada debt markets. 
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The balance sheet category Securities sold under repurchase agreements represents the 
value payable by the Bank. As such, this amount includes the sale of treasury bills 
and bonds, the sale of accrued interest on bonds, and the interest owed by the 
Bank. The treasury bills and bonds sold under repurchase agreements continue to 
be recorded as investment assets. 


j) Insurance 
The Bank does not insure against direct risks of loss to the Bank, except for 
potential liabilities to third parties and where there are legal or contractual 
obligations to carry insurance. Any costs arising from these risks are recorded in 
the accounts at the time they can be reasonably estimated. 


Expense by classes of expenditure 


2000 1999 
Millions of dollars 
SALATACG irs cctre hises PG ghe he cote cere MERA WS) Rade wr deca cls wee 91.4 86.6 
Benelits and other staf ‘expenses 4 visc8: 6 0. + Sto 2 4 ae hae 15.2 15.0 
CUE ENICVCOSUS eet sty eee nen aha oh aiien shyytimay ote dleiscianiny Gael eau eo tes Rete 10.0 31.8 
EPLemmisesmialtiten all CCgmsr a haanc ade e ces tues a iememen eo eiaig- Pers 21.2 20.0 
SCMVICES ANC SUDDUES ta Care os fot. on uber hapten lad nar ieuce aoa hae 36.9 41.6 
Depreciation ci. cco 1c core sneha oR coun Gh act upheeaes ah anteenees 26.0 . 28.2 
200.7 223.2 
Recoveries 
Retaikdéebt ServiCeSeeen nen eran Se eh he fess een (75.6) (73.9) 
CET CT eer ew eae a eee afok ita eon Fe eines me Foe ie LAE Globes (6.5) (4.6) 


PEALE paee ORES Ae RE Chak GAs amr en nan its 118.6 144.7 
Salaries and benefits of Bank staff engaged in premises maintenance are not included 
in the Salaries or Benefits and other staff expenses categories, but rather as part of 


Premises expenses. 


Recoveries represent the fees charged by the Bank for a variety of services. 


. Investments 


This category includes Government of Canada treasury bills and bonds as well as 
other investments, which are held under short-term foreign currency swap 
arrangements with the Exchange Fund Account of the Government of Canada as 
described in note 10(a). 


The Bank typically holds its investments in treasury bills and bonds until maturity. 
The amortized book values of these investments approximate their par values. At the 
year-end, the average yield on the Bank’s holdings of treasury bills, which average 
three months to maturity was 5.8 per cent (4.9 per cent in 1999), while the average 
yield for bonds maturing within three years was 6.4 per cent (6.5 per cent in 1999), 
and for those maturing in over three years was 6.5 per cent (6.6 per cent in 1999). 
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Bank premises 


2000 1999 
Millions of dollars 
Net Net 
Accumulated book Accumulated book 
Cost depreciation value Cost depreciation value 
Land and buildings 168.0 71.9 96.1 168.0 68.5 95 
Computer hardware/ 
software 63.0 37.2 25.8 62.0 28.8 33.2 
Other equipment 139.0 98.1 40.9 137.1 94.6 42.5 
370.0 207.2": 162.8 367.1 191.9 175.2 


. All other assets 
This category includes accrued interest on investments of $305.1 million ($325.6 million 
in 1999). 


. Capital paid up 

The authorized capital of the Bank is $5.0 million divided into 100,000 shares with a 
par value of $50 each. The shares are fully paid and, in accordance with the Bank of 
Canada Act, have been issued to the Minister of Finance, who is holding them on 
behalf of the Government of Canada. 


. Rest fund 

The rest fund was established in accordance with the Bank of Canada Act and 
represents the general reserve of the Bank. The rest fund was accumulated out of net 
revenue until it reached the stipulated maximum amount of $25.0 million in 1955. 


Employee benefit plans 

The Bank sponsors a number of defined benefit plans providing pension, other post- 
retirement and post-employment benefits to most of its employees. The following 
table provides information about these plans. 


Pension benefit plan Other benefit plans 
2000 =—si«d1999s—=i«‘«é 00 1999 
Millions of dollars Millions of dollars 
For the year 
Bank contributions 1.4 De 2.6 0.6 
Employees’ contributions 0.3 4.2 0.0 0.0 
Benefits paid 19.8 245 2.6 0.6 


Benefit plan expense (revenue) (12.3) (4.6) 11.8 4.1 
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Pension benefit plan Other benefit plans 
20006 21909 = 5000 1999 
Millions of dollars Millions of dollars 
As at December 31 
Accrued benefit obligation 444.2 478.2 88.6 pie 
Fair value of plan assets 657.8 600.5 0.0 0.0 
Funded status-plan surplus (deficit) 213.6 T2235 (88.6) (27.7) 
Accrued benefit asset (liability) 39.0 25.3 (23.1) (14.1) 


The significant actuarial assumptions (weighted averages when across plans) used in 
calculating the accrued benefit obligations are as follows. 


Pension benefit plan Other benefit plans 
2000 1999 2000 1999 
Discount rates 6.11% 5.35% 6.05% 2.75% 
Expected rates of return on plan 
assets for the year 6.06% 6.21% N/A N/A 
Rate of compensation increase 3.00% + merit 3.00% + merit 3.00% + merit 3.00% +merit 


i) Other benefit plans comprises only post-employment benefits in 1999. Post-retirement benefits are included starting in 
2000. 

ii) Because 2000 is a transition year, the beginning-of-year discount rates for 2000 of 6.13% for the pension benefit plan and 
6.10% for other benefit plans are different from the end-of-year rates for 1999 shown above. 

iii) Because 2000 is a transition year, the beginning-of-year expected rate of return for 2000 of 6.09% for the pension benefit 
plan is different from the end-of-year rate for 1999 shown above. 

iv) The discount rate in 1999 for the pension benefit plan grades over 2 years from 6.08% to the ultimate rate of 5.35% 
shown above. Similarly, the discount rate in 1999 for other benefit plans grades over 2 years from 3.125% to the ultimate 
rate of 2.75% shown above. 

v) Starting in 2000, interest rates for Government of Canada marketable bonds are used. These rates are different than 
those employed by the Bank for funding valuations of the pension benefit plan. 


For measurement purposes, a 9.0% annual rate of increase in the per capita cost of 
covered hospital and drug benefits was assumed. The rate was assumed to decrease 
gradually to 4.5% over 10 years and remain at that level thereafter. The per capita cost 
of other health care benefits was assumed to increase at 3.0% per annum. 


Commitments 


a) Foreign currency contracts 
In the ordinary course of business, the Bank enters into commitments involving 
the purchase and sale of foreign currencies. In particular, the Bank enters into 
short-term foreign currency swap arrangements with the Exchange Fund Account 
(EFA) of the Government of Canada as part of its cash-management operations 
within the Canadian banking system. These transactions, which are made with the 
concurrence of the Minister of Finance under a standing authority, involve the 
temporary acquisition by the Bank of foreign currency investments from the EFA. 
These investments are paid for in Canadian dollars at the prevailing exchange rate 
with a commitment to reverse the transaction at the same rate of exchange at a 
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future date. The fair values of these investments are not materially different from 
their book values. At the year-end, the average yield for these investments was 
6.1 per cent (5.5 per cent in 1999), 


As well, the Bank of Canada is a participant in two foreign currency swap facilities 
with foreign central banks. The first, amounting to US$2 billion, is with the U.S. 
Federal Reserve. The second, amounting to Can$1 billion, is with the Banco de 
México. There were no drawings under either facility in 2000 or 1999. 


All commitments outstanding at 31 December are settled in the subsequent year. 
A summary of these outstanding commitments follows. 


2000 1999 
Millions of dollars 
Foreign currency contracts — purchases 133.0 117.6 
— sales 1,654.5 5,299.9 


At 31 December 2000, outstanding foreign currency contracts included sale 
commitments of $1,521.5 million ($5,182.4 million in 1999) under swap 
arrangements with the EFA. 


Investment contracts 

In the ordinary course of business, the Bank enters into commitments involving 
the purchase and sale of securities. All commitments outstanding at 31 December 
are settled in the subsequent year. A summary of these outstanding commitments 
follows. 





2000 1999 
Millions of dollars 

Investment contracts — purchases - > Z| 
— sales 1,358.3 3,675.0 bs 
Outstanding sale investment contracts of $1,358.3 million, at an interest rate of 5.75 e 
per cent under Special Purchase and Resale Agreements, were settled by e 
5 January 2001 ($3,675.0 at the end of 1999 at an interest rate of 4.75%). { 
: 
4 
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Charles Freedman 


Serge Vachon 
Vaughn O’Regan 


Financial Markets 
Ronald M. Parker, Chief 


Jean-Pierre Aubry, Director, Montreal Division 
H. Ross MacKinnon, Director, Toronto Division 


Nicholas Close, Deputy Chief 
Patrick E. Demerse, Director of 
Market Operations and Analysis 
D. Mark Zelmer, Research Adviser* 
Walter N. Engert, Research Adviser 


Research 

R. Tiff Macklem, Chief 

Brian O'Reilly, Deputy Chief 

lrene Ip, Research Adviser 

Allan Crawford, Research Adviser 


Monetary and Financial Analysis 

John G. Selody, Chief 

Clyde A. Goodlet, Regulatory Policy Adviser 
Agathe Céote, Deputy Chief 

James F. Dingle, Research Adviser? 

John Kuszczak, Research Adviser 


International 

James E. Powell, Chief 

Sheila Niven, Deputy Chief 

Kevin J. Clinton, Research Adviser 
Lawrence L. Schembri, Research Adviser 


Banking Operations 
Bonnie J. Schwab, Chief 
Jim Reain, Director 
Charles Spencer, Director 
Lorna Thomas, Director 








Senior Officers BS 


GOVERNING COUNCIL 


Gordon G. Thiessen, Governor 
Malcolm D. Knight, Senior Deputy Governor 


Deputy Governors 
W. Paul Jenkins Tim E. Noél 


Pierre Duguay 


L. Theodore Requard, Corporate Secretary 


Advisers 


Donald R. Stephenson Janet Cosier' 
David J. Longworth John D. Murray 


Daniel W. MacDonald 


Angela Redish* 


Government Securities Services 

F.J. Bruce Turner, Chief 

William G. Percival, Director, Operations 

Edward P. Fine, Director, Business and Organization 
Development* 


Executive and Legal Services 
L. Theodore Requard, Chief 
Deborah M. Duffy, General Counsel 


Communications 

Bruce Yemen, Chief 

Jocelyne Charron, Deputy Chief 

Denis Schuthe, Director, Monetary Policy Communications 


Infrastructure Services 

Daniel W. MacDonald, Chief 

John Otterspoor, Director, Corporate Work Environment 
Chris J. Hemstead, Director, Systems Solutions and Practices 


Management Services 

Gerry Gaetz, Chief 

Frank J. Mahoney, Director and Chief Accountant 
Richard A. J. Julien, Director 

Claude Montambault, Director 


Debt Administration Office 
Roy Flett, Adviser, Retail Debt Operations 
Dale Fleck, Director 


Audit 
Peter Koppe, Internal Auditor 


1. Also Chair of the Board of Directors of the Canadian Payments Association, replacing Serge Vachon, who is retiring 


effective 31 March 2001. 
2. Visiting Special Adviser 


3. Also Deputy Chairman of the Board of Directors of the Canadian Payments Association 


On leave of absence 


Note: Positions as of 12 January 2001. 
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Bank of Canada Regional Offices 


Atlantic provinces 
1583 Hollis Street 
Halifax, Nova Scotia 
B3J 1V4 


Quebec 

1501 McGill College Avenue, Suite 2030 
Montreal, Quebec 

H3A 3M8 


Ontario 

150 King Street West, Suite 2000 
Toronto, Ontario 

M5H 1J9 


Prairie provinces, Nunavut, and Northwest Territories 
404 - 6th Avenue, SW, Suite 200 

Calgary, Alberta 

T2P OR9 


British Columbia and Yukon 

900 West Hastings Street, Suite 300 
Vancouver, British Columbia 

V6C 1E6 


Note: Positions as of 3 January 2001 


David Amirault, Senior Regional Representative (Economics) 
Robert Dolomont, Senior Regional Representative (Operations) 


Louis-Robert Lafleur, Senior Regional Representative (Economics) 
Lorraine Laviolette, Senior Regional Representative (Operations) 


Brigid Brady, Senior Regional Representative (Economics) 
Michael D. Stockfish, Senior Regional Representative (Operations) 


Des Mc Manus, Senior Regional Representative (Economics) 
Harry Hooper, Senior Regional Representative (Operations) 


Farid Novin, Senior Regional Representative (Economics) 
Gerrit Bilkes, Senior Regional Representative (Operations) 





Publications 


Monetary Policy Report and Update 

A detailed summary of the Bank’s policies and 
strategies as well as a look at the current econ- 
omic climate and its implications for inflation. 
Report published in May and November; Update 
published in February and August. Without 
charge. 


Bank of Canada Review 
A quarterly publication that contains economic 
commentary and feature articles. By subscription. 


Bank of Canada Banking and Financial Statistics 
A comprehensive package of Canadian data. 
Published monthly. By subscription. 


Weekly Financial Statistics 
A 20-page package of banking and money mar- 
ket statistics. By subscription. 


Internet 


http://www.bankofcanada.ca 

Provides timely access to press releases, 
speeches by the Governor, most of our major 
publications, and current financial data. 
Public information 


For general information on the role and func- 
tions of the Bank, contact our Public Information 
office. 


Telephone: — 1-800-303-1282 
Fax: (613) 782-7713 


For information on unclaimed bank balances 


Telephone: 1-888-891-6398 
E-mail: ucbalances@bankofcanada.ca 


For information about these and other publications, contact: 
Publications Distribution, 234 Wellington Street, Ottawa, K1A 0G9 
Telephone: (613) 782-8248 / E-mail: publications@bankofcanada.ca 
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The Honourable Paul Martin, PC, MP 
Minister of Finance 
Ottawa 


Dear Mr. Martin, 
In accordance with the provisions of the Bank of Canada 
Act, 1am submitting the Bank of Canada’s Annual Report 


for the year 2001 and the Bank’s audited financial state- 
ments as at 31 December 2001. 


Yours sincerely, 
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MESSAGE FROM 
THE GOVERNOR 


The year that just passed posed many challenges for all 


Canadians. The slowdown in the global economy became 


more pronounced as the year went on, and this affected 


households, businesses, and governments alike. The tragedy 


of 11 September compounded the economic difficulties 


and issues facing us all. Through this period of rapidly 


changing circumstances, the Bank met its responsibilities 


by responding quickly and vigorously to events in order 


to underpin confidence and support the economy. 


For the staff of the Bank, changes in our operations and 


procedures also posed challenges. In this, my first Annual 


Report as Governor, I would like to touch on some of 


the key events and challenges faced by Canadians and 


by the Bank of Canada during the year. 
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Fixed Announcement Dates 


Effective communication is critical if the Bank 
is to do its job properly. We try to explain to 
Canadians what we are doing, and why we 
are doing it. Equally importantly, we need to 
listen to Canadians and their concerns. Our 
new system of announcing interest rate deci- 
sions on eight pre-established dates fits with 
our goal of good communication. We experi- 
enced the first full year for our new system in 
2001. The announcement dates were carefully 
chosen to tie into the flow of economic infor- 
mation used to assess the direction of monetary 
policy. This new system has allowed the Bank 
to focus greater public attention on Canada’s 
monetary and economic situation. I’m pleased 
to say that, as a result, debate and discussion 
surrounding monetary policy issues in Canada 
appear to have benefited significantly. 


In each of the first six fixed announcement 
dates in 2001, the Bank steadily lowered the 
target for the overnight rate of interest in 
response to signs that weakness in the U.S. 
economy was affecting Canada. But by the 
end of the summer, evidence had accumulated 
that the economic slowdown, not just in 
North America but globally, would be deeper 
and more protracted than previously thought. 
So, over the final two fixed dates, we quickened 
the pace of interest rate reduction to underpin 
domestic demand and to support a resump- 
tion of Canadian economic growth in the 
months ahead. 


As well, we responded quickly to the devastat- 
ing terrorist attacks of 11 September. Apart 
from the tragic loss of life, the attacks weak- 
ened Canada’s economic prospects and made 


the outlook much more uncertain. Business 


and consumer confidence were shaken. In 
response, the Bank lowered interest rates on 
17 September—outside our fixed announce- 
ment schedule—to help underpin confidence. 


Inflation-Control 
Targets Renewed 


In 2001, we renewed a crucial agreement with 
the federal government—our agreement to 
keep inflation within a range of 1 to 3 per cent. 


Since the Bank and the government first agreed 
to a system of inflation-control targets in 1991, 
Canada has enjoyed a decade of low, stable, 
and predictable inflation. With this agreement 
in place, Canadians have been able to make 
economic decisions with confidence, and with 
firm expectations about the influence that 
inflation would have on their future purchasing 
power. In response to our inflation-control 
record, inflation expectations in Canada have 
remained anchored near the 2 per cent mid- 
point of the target range. 


Reflecting the success of Canada’s inflation- 
control system, the Bank and the Government 
of Canada jointly announced, on 17 May, that 
the agreement would be extended for a full 
five years, until the end of 2006. It was also 
decided that the Bank would focus on keep- 
ing the trend of inflation at the 2 per cent 
midpoint of the target range over the life 

of the agreement. This renewed agreement, 
along with our flexible exchange rate system, 
should give Canadians added confidence that 
Canada will maintain a low rate of inflation 
for years to come. 


More details about our targets, including 
refinements to our measure of core inflation, 


can be found on page 26 in this Report. 
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Restructuring for the Future 


The Bank has been reviewing its strategic 
direction and key priorities for the next several 
years. The goal is to have a central bank that 
concentrates on its most important functions— 
conducting monetary policy, contributing to 
a stable financial system, designing and pro- 
viding Canadians with secure bank notes, 

and managing the federal government's funds 
and public debt. 


A major outcome of this strategic review was 
the decision to outsource the operations and 
systems that support the government's retail 
debt program. This will result in significant 
savings for Canadians. In September, about 
430 of the Bank’s staff, including consultants 
and contract employees, joined the successful 
contractor, EDS Canada. I am confident that 
our former colleagues are in a position to take 
advantage of new opportunities with a dynamic 
company that specializes in this type of busi- 
ness. Holders of Canada Savings Bonds can 
be assured that the Bank of Canada remains 
responsible for customer service, bondholder 
records, and accounting. 


Further restructuring within the Bank will 
occur in the coming year, as we complete our 
review of corporate services to realign them 
with the future needs of a smaller Bank. 


Bank Notes 


Another challenge for the Bank in 2001 was 
a rise in counterfeiting activity, particularly 
of the $100 note. Police in southern Ontario 
broke up a counterfeiting operation respon- 
sible for a wave of bogus $100 notes, and 
the counterfeiters were convicted in October. 
Despite these actions by law-enforcement 


agencies, a number of retailers have refused 
to accept $100 notes. Although counterfeiting 
has now returned to low levels, we are step- 
ping up our currency-education program, so 
that retailers and the general public can confi- 
dently accept genuine bills and readily spot 
counterfeits. 


That counterfeiting episode points to the 
importance of the Bank’s new bank note series, 
which contains new anti-counterfeiting fea- 
tures. The new $10 note was released in 2001, 
and the new series will continue to be rolled 
out, with the $5 note slated for 2002. Higher- 
denomination notes—the $20, $50, and 
$100 notes—will incorporate additional 
security features and will be introduced over 
the next few years. 


More details on bank notes can be found in 
the currency section of this Report, starting 
on page 30. 


Supporting the 
Financial System 


The events on 11 September presented another 
challenge to the Bank, beyond the impact on 
the economy. Following the attacks, the Bank 
moved quickly to make sure that Canada’s 
financial system continued to operate smoothly. 
Bank staff reacted within minutes of the attacks 
to assess the impact on our clearing and settle- 
ment systems, and the Bank stepped in with 
liquidity to ensure that these vital systems 
continued to function. We also worked closely 
with other agencies and institutions, both in 
Canada and abroad. Our swap facility with the 
U.S. Federal Reserve was temporarily increased 
to ensure that Canadian banks would be 

able to settle their U.S.-dollar transactions in 
the aftermath of the attacks. In light of these 
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disruptions, the Bank—in conjunction with 
the Department of Finance—postponed an 
auction of federal government treasury bills 
for two days and an auction of Real Return 
Bonds for one week, without threatening the 


government's cash position. 


Before concluding, I would like to mention the 
death in July of Deputy Governor Tim Noél. 
All of us at the Bank were saddened by Tim's 
passing, which came at the end of a two-year 
battle with amyotrophic lateral sclerosis. Tim 
left his mark on the Bank in many ways dur- 
ing a career that spanned 35 years. His sub- 
stantial contributions in the area of financial 
markets will remain a valuable legacy, while 
his expertise and counsel will be sorely missed. 


In all, 2001 presented the Bank's staff with 
some extraordinary challenges. But these chal- 
lenges were met with the high levels of skill 
and professionalism for which the Bank's 
employees are known. As well, I am grateful 
for the support received from the Bank’s Board 
of Directors throughout the year. To them, 
and to all the employees of the Bank, I extend 
my thanks for your help during a challenging 
year, and | look forward to working with you 
as we continue to meet our commitments to 


Canadians during 2002. 


fe 


David A. Dodge 


ABOUT 
THE BANK 
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The Bank of Canada’s responsibilities focus on 
the goals of low and stable inflation, a safe and 
secure currency, financial stability, and the effi- 
cient management of government funds and 
public debt. These responsibilities are carried out 


as part of the broad functions described below. 


Monetary Policy 


The goal of monetary policy is to contribute to solid economic perfor- 
mance and rising living standards for Canadians by keeping inflation 
low, stable, and predictable. 


Currency 


The Bank issues Canada’s bank notes and is responsible for note design 
(including anti-counterfeiting features), distribution of new notes, and 


replacement of worn notes. 
Central Banking Services 


This function involves two major activities: the promotion of financial 
stability and the provision of efficient funds-management services to 


the federal government. 
Retail Debt Services 


The Bank is responsible for ensuring that all holders of Canada 
Savings Bonds and Canada Premium Bonds have their information 
registered and their accounts serviced through efficient operations 


and systems support. 
Corporate Services 


To manage and carry out the Bank’s business effectively, the expertise 
of staff in a range of service areas such as human resources, technology, 


finance, communications, and administration is essential. 


ABOUT THE 


LOOKING AHEAD 


Over the past year, the Bank has been taking 
stock of its priorities, its work environment, 
and the scope of its business activities. A key 
result of this effort will be the adoption, in 
the spring of 2002, of a new strategic plan 
covering the next several years. 


One major decision that has already been 
implemented was the outsourcing of the 
operations and systems supporting retail debt 
services. The transition was completed in 
2001. The new arrangements should improve 
the cost-effectiveness of service delivery, while 
allowing the Bank to focus on its primary 
functions. Related restructuring of the Bank’s 
corporate services areas will be completed 
over the next year. 


The Bank's focus for the future was reviewed 
by an internal working group of senior staff. 
It concentrated on finding the most effective 
ways to carry out the Bank’s mandate and on 
identifying elements of the work environment 
that would best support that mandate in the 
coming years. 


Security guards Pascal Coutu and Sylvain StJacques in 
the lobby of the West Tower, Head Office, Ottawa 
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Overall, the Bank plans to expand its work in 
the following areas: research and analysis on 
structural and macroeconomic policy issues, 
currency education and the security of bank 
notes, promotion of the safety and soundness 
of domestic and international financial systems, 
management of the government's financial 
assets and liabilities, and the promotion of a 
well-functioning Canadian-dollar debt market. 


The quality of the work environment is essen- 
tial to achieving a high standard of perform- 
ance. At the Bank, this includes a fundamen- 
tal commitment to a bilingual and diverse 
workplace. The Bank strives to create an 
atmosphere where knowledge is shared and 
learning thrives, where collaboration and 
partnerships with external organizations are 
effective, and where delegation and good 
communication support the work of our staff. 


As the Bank moves ahead, it will continue 
to focus on attracting and retaining the best 
employees to meet these objectives and to 
fulfill its critical responsibilities as Canada’s 
central bank. 
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STRUCTURE AND 
LEADERSHIP 


Board of Directors 


Under the Bank of Canada Act, the Board is 
responsible for general oversight of the Bank 
and has specific duties related to finance, 
human resources, and overall administration, 
while the Governor is responsible for mone- 
tary policy and the other business of the Bank. 


The Bank's Board is composed of 12 Directors 
from outside the Bank, plus the Governor and 
the Senior Deputy Governor. The Deputy 
Minister of Finance sits on the Board as a 
non-voting member. The external Directors 
come from across Canada and provide an 
important link to the various regions of the 
country. Directors are appointed by the 
Minister of Finance for three-year terms and 
may be reappointed at the end of their terms. 


Board Stewardship in 2001 


During 2001, the Board oversaw a manage- 
ment-led review of the Bank's strategic direc- 
tion, laying the groundwork for the develop- 
ment of the next medium-term plan. A key 
challenge this year, and one where a special 
committee of the Board provided guidance, 


was the outsourcing of the operations and 
systems supporting retail debt services. 
Following the outsourcing initiative, the 
Board continues to closely monitor the 
restructuring of the Bank’s corporate services 
departments. 


The Board also supports the development of a 
work environment that will continue to attract 
and retain high-quality staff. Other key areas 
of interest for the Board have been improve- 
ments in the total compensation regime, the 
development of a leadership program for senior 
officers, and the effective management of the 
succession-planning process. The Board also 
took an active interest in the work of the Bank's 
regional offices, recognizing their important 
contribution to the Bank’s economic analysis. 


In 2001, the Board supported a significant 
change in the structure of the Bank’s senior 
management team with the creation of the 
Executive Management Committee. The 
Committee was established to enhance the 
Bank’s strategic management capabilities at 


the executive level. 


Although the Board is not responsible for the 
conduct of monetary policy, its broad oversight 
responsibility includes monitoring the effec- 
tiveness of the monetary policy formulation 
process, including the standards applied in 
gathering information, together with the quality 
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Malcolm Knight 


Senior Deputy Governor 


Raymond Garneau 
Member, Audit Committee 


¢ Chairman of the Board of Industrial Alliance, 
Insurance and Financial Services and its 
subsidiaries, National Life of Canada and 
Industrial Alliance Pacific Insurance and 
Financial Services 


¢ Member of the boards of directors of several 
corporations, including MAAX Inc. 


J. Spencer Lanthier 


Chair, Audit Committee 


Chartered Accountant 


¢ Former Chairman and CEO of KPMG Canada 


¢ Vice-Chairman and member of the Board, 
Toronto Stock Exchange 


¢ Member of the Board, Co-Steel Inc. 

¢ Member of the Board, Ellis-Don Inc. 

¢ Member of the Board, Visible Genetics Inc. 
¢ Member of the Board, Bruce Power Inc. 


¢ Member of the Board, Intertape Polymer 
Group Inc. 


DIRECTORS 





Harold H. MacKay 


Lead Director, Chair of Corporate Governance 
Committee, and member of Executive Committe 


Lawyer 
¢ Chairman, MacPherson Leslie & Tyerman 
¢ Director, IMC Global Inc. 


¢ Director, Canada Life Financial Corporation 
¢ Chair, Saskatchewan Institute of Public Policy 





James S. Hinds 


Member, Audit Committee, Human Resources 
and Compensation Committee, 
Trustee, Pension Fund 


Lawyer 


e Partner, Hinds and Sinclair 





Paul J. Massicotte 


Member, Executive Committee, Corporate 
Governance Committee and Premises 
Committee 


Chartered Accountant 


¢ President, Alexis Nihon Group 

¢ Member, Board of Directors of the Canadian 
Institute of Public Real Estate Companies 

* Member, Board of Directors of the Council 
for Canadian Unity 

* Member, Board of Directors of St. Anne's 
Hospital Foundation 
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Lawyer 
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ABOUT THE BANK 


of both the staff and the analysis they provide. 
To gain another perspective on the Bank’s work, 
the Board met in private session with Special 
Adviser Angela Redish, an academic who 
worked with the Bank’s management team for 
a one-year period, ending in August 2001. 


Board Governance Practices 


The Board follows best governance practices 
appropriate to the Bank and works to ensure 
that all Board members are informed of cur- 
rent corporate governance issues. New Board 
members are given an orientation session to 
familiarize them with the Bank and with their 
responsibilities. 


The Board has six committees to deal with 
the issues brought before it for consultation 
or decision. 


e The Executive Committee provides a forum 
where Bank management can seek informal 
comment on broad policy and planning 
matters relating to the administration 
of the Bank. It also reviews and approves 
human resources decisions involving 
senior Officers. 


e The Corporate Governance Committee, 
chaired by the Lead Director, assesses all 
aspects of governance and recommends 
changes to the Board. The Committee met five 
times in 2001 and developed a profile of the 
requirements for Board membership that will 
assist in the search for new Board members. 


e The Human Resources and Compensation 
Committee oversees this function and 
approves the compensation strategy and 
levels of pay for Bank staff. 


e The Audit Committee oversees the Bank’s 
financial accountability framework and 
risk-management framework, as well as 
the external and internal audit. 


e The Planning and Budget Committee par- 
ticipates in the Bank’s strategic planning 
and budget process. 


e The Premises Committee is responsible for 


overseeing the Bank’s long-term facilities plan. 


As a general practice, the Lead Director and 
the Chair of the Human Resources and 
Compensation Committee meet annually 
with the Governor and Senior Deputy 
Governor to review their performance and to 
discuss objectives for the coming year. The 
Corporate Governance Committee and the 
Board also contribute to the annual perform- 
ance evaluations of the Deputy Governors. 


To ensure that the Board can operate indepen- 
dently of management, the Lead Director chairs 
private sessions of outside Directors at the 
conclusion of each Board meeting. In 2001, 
the Board continued the annual practice of 
evaluating its stewardship to ensure that best 


practices of corporate governance are achieved. 


Directors are paid according to a fee structure 
recommended by the government and 
approved by Order-in-Council. For 2001, the 
remuneration paid to all external Directors 
totalled $284,000. 


Governing Council 


The Governor, the Senior Deputy Governor, and 
four Deputy Governors sit on the Governing 
Council, which takes responsibility for mone- 


tary policy. 


PIERRE DUGUAY 
Deputy Governor 
Domestic economic 


CHARLES FREEDMAN 
Deputy Governor 
Financial institutions / 


issues / Clearing and 
Bank notes settlement systems 
DAVID DODGE MALCOLM KNIGHT 


Governor, Chairman of the 
Board of Directors 


Senior Deputy Governor 
Chief Operating Officer 


GOVERNING COUNCIL (From left to righil J 


International econom 
and financial issues 
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Tim Noél in his office, 1998 


Tim Noel 


n July 2001, Deputy Governor Tim Noél 
folf-Ye Mel mint-Mole[-Mel mols MMeli-1 me MocollI rele (tell hs 
battle with amyotrophic lateral sclerosis, also 


known as Lou Gehrig’s disease. 


Tim joined the Bank’s Securities Department in 
1966 and subsequently served as Secretary 
of the Bank and Adviser to the Governor, 
before becoming Deputy Governor responsible 
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His broad knowledge of the securities industry 
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He was dedicated to his profession and con- 
tinued his work through the two years that he 
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He is greatly missed. 





The Governing Council also oversees various 
committees of Bank staff to facilitate discus- 
sions that generate a wide range of views. The 
Monetary Policy Review Committee plays an 
important role in the assessment of economic 
conditions during the process leading up to 
the decision taken on each fixed announce- 
ment date. The Financial Stability Review 
Committee deals with domestic and interna- 
tional issues affecting the stability of the 


Canadian financial system. 


In addition to their responsibility for formula- 
ting monetary policy, members of Governing 
Council are responsible for specific depart- 


ments and head up various Bank-wide initiatives. 


The Executive Management Committee was 
established in 2001 to ensure that matters 
related to strategic direction and management 
receive close attention at the executive level. 
This Committee also provides a broader rep- 
resentation of management that supports a 
delegated and coordinated approach to the 
decision-making process. The Executive 
Management Committee includes the members 
of Governing Council, the Bank’s General 
Counsel/Corporate Secretary, the Adviser 

on Strategic Planning and Risk Management, 
the Chief Administrative Officer, and the 


Chief of Corporate Services. 


The Bank’s operations are organized into ten 
departments. Department Chiefs are respon- 
sible for the operations in their own areas and 
for ensuring that the policies and values of 
the Bank are implemented. Each Department 
Chief establishes an annual agreement with 
a member of the Executive Management 
Committee that outlines overall objectives 


and financial authority. 








The Management Forum 


Consisting of the Executive Management 
Committee, Advisers, and Department Chiefs, 
the Management Forum meets regularly to 
exchange information on general management 
issues and to review policy proposals. This 
group plays a key role in medium-term plan- 
ning by helping to identify strategic issues and 
priorities. The members also have important 
individual management responsibilities. In 2001, 
one of the members assumed responsibility 

for a major review of the Bank’s pension plan, 
while another took responsibility for the Debt 
Administration Office, which manages the out- 
sourced operations for retail debt. A Special 
Adviser, who joins the Bank on a one-year con- 
tract—usually from a Canadian university— 
works with staff on special studies that further 
the Bank’s research agenda. The Special Adviser 
is also a member of the Monetary Policy Review 
Committee and the Financial Stability Review 


Committee. 


Regional Representatives 


The Bank has representatives in five regional 
offices across the country to strengthen and 
expand its ties with industry, government, edu- 
cational institutions, and other organizations 
and associations. These offices make an impor- 
tant contribution to the Bank’s analysis of 
regional economic and financial developments 
and to the effectiveness of the bank note distri- 
bution system. They are located in Halifax, 
Montréal, Toronto, Calgary, and Vancouver. 


Executive Management Committee (left to right): Dan MacDonald, Gerry Gaetz, Janet Cosier, 
- Paul Jenkins, Malcolm Knight, David Dodge, Sheryl Kennedy, Pierre Duguay, Mark Jewett, Charles Freedman 
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The Bank’s Web site continued to fill its vital 
role of conveying economic data, research, 
and policy information to domestic and inter- 
national audiences. The site—which by year- 
end was providing data and documents to 
over 100,000 users per week—featured a 
variety of new content and services in 2001. 
These included an expanded recruitment site, 
an investment calculator, enhanced data 
search and display capabilities, and the intro- 
duction of live “Webcasts” of major speeches 
and press conferences. The Bank has also 
taken a leadership role in promoting effective 
use of the Web among other central banks. 


A noteworthy addition to the site in 2001 
was an extensive section on payment, clear- 
ing, and settlement systems. It provides 
detailed information on various clearing and 
settlement systems (both those overseen by 
the Bank and others) and supplies links to 
other sites carrying related material. This sec- 
tion enhances the transparency of the Bank’s 
oversight activities, while increasing public 
awareness of the importance of these sys- 
tems to an efficiently operating economy. 
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MONETARY 
POLICY 


“Monetary policy has successfully maintained 
low inflation, and the Bank of Canada’s 
policy management over the past year 

has further enhanced the credibility of the 


monetary policy framework.” 


2002 Article [V Consultation Statement of the IMF Mission (December 2001) 


The monetary policy formulated by the Bank of Canada contributes 
to solid economic performance and rising living standards for 
Canadians by keeping inflation low, stable, and predictable. 


In May 2001, the Bank and the government reaffirmed their commit- 
ment to inflation-control targets for the consumer price index (CPI) 
centred on a 2 per cent target midpoint. The Bank strengthened the 
implementation of the targeting arrangements through its commit- 
ment to report and explain any persistent deviations from the target 
midpoint, extended the length of the agreement with the govern- 
ment to five years from three years, and adopted a new measure of 
core (or underlying) inflation. All these changes should help to bol- 
ster the confidence of Canadians that future inflation will average 


close to 2 per cent. 


The inflation target provides an anchor for inflation expectations 
and forms the central part of the Bank's monetary policy framework, 
which includes a flexible exchange rate. Canada’s flexible exchange 
rate acts as a shock absorber and permits us to pursue an independ- 
ent monetary policy suited to the needs of our own economy. 
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THE NEW MEASURE OF 
CORE INFLATION 


The inflation-control target is expressed 

in terms of the total CPI. As an operating 
guide for the Bank’s forward-looking 
monetary policy, it is useful to have a 
measure of the underlying trend in infla- 
tion. Measures of core inflation provide 
this by removing transitory influences on 
the CPI that stem from its most volatile com- 
ponents. The Bank’s new measure of core 
CPI excludes the eight most volatile com- 
ponents of the CPI: three energy compo- 
nents (gasoline, fuel oil, and natural gas), 
two food components (fruit and vegeta- 
bles), and three other components 
(mortgage interest, tobacco, and intercity 
transportation). It also excludes the effect 
of changes in indirect taxes on the remain- 
ing components. Overall, the new meas- 
ure includes 84 per cent of the consumer 
basket, compared with the 74 per cent 
included in the previous measure of core 
inflation, which excluded food, energy, 
and the effect of changes in indirect taxes. 





The Bank implements monetary policy by 
changing its target for the overnight interest 
rate. This target rate influences other interest 
rates and other rates of return, as well as the 
exchange rate for the Canadian dollar. Over 
time, these rates all have an impact on spending 
which, in turn, eventually affects inflation. 
Thus, the Bank’s influence on inflation comes 
only indirectly and is typically felt over a period 
of 18 months to 2 years. 


Meeting the Inflation Target 


The Bank's core measure of inflation began the 
year just below the 2 per cent target and then 
rose to around 2.3 per cent, where it hovered 
through the spring and summer before 
moving down to 1.6 per cent in December. 
Because of volatile energy prices, total CPI 
inflation was higher and much more variable 
for most of the year, fluctuating between 

2.5 per cent and 3.9 per cent in the first nine 
months. By the end of the year, however, it 
had fallen below 1 per cent. Thus, the period 
in which CPI inflation was above the 1 to 

3 per cent target range was short-lived. 


In December, average private sector forecasts 
for the total CPI, at around 1.5 per cent for 
2002 and 1.9 per cent for 2003, showed that 
expectations of future inflation were well 
anchored to the 2 per cent target midpoint. 


Expectations of inflation for longer time hori- 
zons, also based on average private sector 
forecasts, remained near 2 per cent as well. 
Another indicator of longer-term expectations, 
the spread between the yields on conventional 
and inflation-indexed bonds, ended the year 
slightly under 2 per cent. 


Largely because of the rapidly slowing U.S. 
economy, economic growth in Canada decel- 
erated through 2001, and was close to zero 

in the second half of the year. To stay on top 
of a rapidly changing economic environment, 
the Bank kept a close watch on incoming eco- 
nomic and financial data, as well as gathering 
information through its regional offices and 
other contacts with firms, associations, and 
provincial governments. The regional offices’ 
regular quarterly survey of firms and associa- 
tions was particularly important in this regard. 
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Over the five fixed announcement dates 
between January and mid-July, the Bank 
lowered its target for the overnight rate by 
150 basis points on the expectation that the 
economy would begin to recover in the sec- 
ond half of the year. Then, with the global 
and domestic economies showing more slug- 
gishness than expected—especially following 
the 11 September terrorist attacks—it became 
apparent that the recovery would not begin 
until some time in 2002. As a result, the pace 
of interest rate reductions picked up, with the 
next 200 basis points of cuts occurring in the 
three-month period from late August to late 
November. This took short-term interest rates 


down to 40-year lows. 





THE TARGET FOR THE 
OVERNIGHT RATE 


The target for the overnight rate is the 
average interest rate that the Bank wants 
to see in the marketplace for overnight, or 
one-day, loans between financial institu- 
tions. The target is the middle of the Bank’s 
operating band for these overnight loans, 
which is one-half of a percentage point 
wide. The Bank Rate is at the top of the 
operating band and is thus one-quarter of 
a percentage point above the target rate. 


The target for the overnight rate is the 
appropriate rate to use when comparing 
levels of shortterm policy interest rates 
with those of other countries. For example, 
it corresponds directly to the U.S. Federal 
Reserve's target for the federal funds rate. 


Consumer Price Index 
Year-over-year percentage change 








Target range 


Gain GPIs 





1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 


* CPI excluding the eight most volatile components 
and the effect of changes in indirect taxes 
on the remaining components 


Assessing International 
Developments 


In 2001, most of the shocks affecting the 
Canadian economy emanated from abroad, 
particularly from the United States. In such 
circumstances, understanding and interpreting 
foreign developments is particularly impor- 
tant, and the exchange of information in the 
international groups in which Bank officials 
participate is invaluable. These include the 
meetings of the G-10 central bank governors, 
other regular meetings held at the Bank for 
International Settlements, working parties 
and committees of the Organisation for Eco- 
nomic Co-operation and Development, and 
meetings of the G-7, G-10, G-20, and the 
International Monetary and Financial Com- 
mittee of the International Monetary Fund. The 
last two bodies met in Ottawa in November. 


In addition to discussions at these formal 
meetings, Bank officials are in regular contact 
with their counterparts at other major central 
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banks to discuss the economic environment 
and the background of monetary policy deci- 
sions. Such contacts were particularly impor- 
tant in the days and weeks following the 

11 September terrorist attacks. Because of the 
increased importance of international issues, 
the Bank has modestly increased the number 
of staff involved in this area in the last couple 
of years. 


Through technical assistance provided at the 
Bank and abroad, as well as through interna- 
tional meetings in which emerging-market 
countries participate, Bank staff provide 
insights and advice on the use of inflation 
targeting in a flexible exchange rate regime. 
In addition, the Bank hosted a G-20 work- 
shop in June designed to promote discussion 
of the various practical issues that confront 
countries operating under various exchange 


rate regimes. 


Promoting an Understanding 
of Monetary Policy 


On 5 December 2000, the Bank began 
announcing its official interest rate decisions 
on eight pre-established dates per year. Over 
2001, it was apparent that the fixed dates led 
to greater public attention on Canada’s eco- 
nomic and monetary situation relative to that 
in the United States. Press releases issued on 
the fixed dates provided opportunities to 
underscore the medium-term perspective that 
underlies monetary policy. Overall, the debate 
and discussion in Canada surrounding mone- 
tary policy issues appear to have benefited 
significantly. 


To complement the communications surroun- 
ding the fixed announcement dates, media 
relations were strengthened during the year to 
provide additional perspectives and informa- 
tion on the issues. 


Communication between Bank officials, 
industry, and governments on economic and 
monetary policy issues is a priority at the Bank. 
Regional staff carry out a regular outreach 
program, as well as assisting the Governing 
Council and Directors with their communica- 
tions activities across the country. 


Carrying Out Research 
and Analysis 


Research and analysis underpin the formula- 
tion and implementation of monetary policy. 
Bank researchers actively participated in over 
80 academic and central bank seminars and 
conferences in 2001. During the year, the Bank 
increased its partnerships with academics, 
research institutes, and foreign central banks. 


Of particular importance has been the research 
carried out over the past few years to support 
the decision regarding the inflation target. 
Two technical background documents sum- 
marized this research, much of which has 
been published by the Bank in various forms 
(working papers, technical reports, and a 


seminar volume). 


The implication of uncertainty for the con- 
duct of monetary policy continues to be a 
major focus of research. In October, the Bank 
hosted a workshop in which the effectiveness 
of various rules for setting central bank inter- 
est rates across 12 models of the Canadian 
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economy was discussed. The models included 
five private sector models, two from interna- 
tional organizations, two from the Department 
of Finance, and three from the Bank of Canada. 
The conclusion was that no single rule pro- 
duces low variability of inflation and output 
in all models. 


The Bank also had arrangements for partner- 








ships or consulting contracts with about 
15 academics during the year, in addition 
to those who participated in the Bank’s 
conferences and workshop. 


Operating Expenses 





Monetary Policy Activities as 
a Proportion of Total Bank Expenses eo 





Current analysis and projection $16.1 millio 


Research $13.0 million 
Communications $14.3 a 
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Engraver Jorge Peral works on the image of Sir John A. Macdonald for the new $10 note. 
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CURRENCY 


Although Canadians are mak- 
ing increasing use of credit and 
debit cards, they rely on bank 
notes for many of their daily 
transactions. They depend on 
the Bank of Canada to supply 
bank notes that are secure 
against counterfeiting and 

to make these notes available 


reliably and economically. 


The Bank is committed to strengthening the 
security of Canadian bank notes through 
research and development on bank note tech- 
nology and through public education about the 
security features found on genuine bank notes. 





THEMES FOR THE 
CANADIAN JOURNEY 


NOTE SERIES 
$5 Children at Play 
$10 Remembrance and 


Peacekeeping 
$20 Arts and Culture 


$50 Nation Building 
$100 Exploring and Innovating 





BANK OF CANADA ANNUAL REPORT 2001 


Launching the 
New Note Series 


In January 2001, the Bank launched a new 
series of bank notes, entitled Canadian Journey. 


A launch event in Ottawa introduced the 
public to the themes of the new series and to 
the first note to be put into circulation—the 
$10 denomination. In addition to new security 
features, the notes have a new tactile feature 
for use by the blind and vision-impaired as an 


aid to recognizing different denominations. 


Immediately after the launch, the Bank gave 
technical briefings and presentations across 
Canada. These events allowed interested 
members of the public, cash handlers, and 
retailers to deepen their knowledge of the 
new security and tactile features of the note. 


The remaining denominations in the new 
series ($5, $20, $50, and $100) will be intro- 
duced over the next three years. 


To accompany the launches of the various 
denominations in the new series, the Bank’s 
Currency Museum has developed a travelling 
exhibit, The Colour of Your Money. The exhibit 
features the themes of the new series and 
explores other aspects of bank note history 
such as design, production, security features, 
and aids for the blind and vision-impaired. 
The exhibit was on display at the Currency 
Museum until early October 2001 and will 


be travelling to other locations across Canada. 


Counterfeit Prevention 
and Detection 


The Incidence of Counterfeiting 


The value of counterfeit notes found in 
circulation rose to some $6.0 million in 2001 
from $3.7 million in 2000. This increase can 


Value of Counterfeit Bank Notes 
Found in Circulation 


S thousands 
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6,000 
5,000 
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be attributed mainly to a sharp jump in the 
counterfeiting of $100 notes. 


The majority of counterfeit $100 notes 
found in circulation during 2001 originated 
from a single counterfeiting operation. Those 





FOR COLLECTORS 


To mark the launch of the new $10 note, 
the Bank is offering limited-edition bank 
note sets entitled Lasting Impressions. Each 
set features two uncirculated bank notes: 
one $10 note from the 1986 Birds of 
Canada series paired with a $10 note 
from the new Canadian Journey series. 
Both notes have identical serial numbers 
and are packaged in a presentation folder 
that contains an informative booklet 
recounting the history of the $10 note and 
highlighting the features that make the 
notes both secure and unique. 


The sets are available at the Currency 
Museum, at all major Canada Post outlets, 
and at participating coin dealers. 
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Inspecting sheets of the new $10 note 


responsible were arrested in mid-July and 
convicted in October. The number of counter- 
feit $100 notes found in circulation peaked in 
July and declined sharply thereafter. 


This episode led a number of retailers to 
refuse to accept $100 bank notes. As a result, 
the Bank stepped up its efforts with retailers 
and retailer associations to ensure timely 
sharing of information about counterfeit 
detection and prevention, to enlist their co- 
operation in spotting counterfeits, and to 
provide training to cash handlers. Specifically, 
the Bank emphasized that counterfeit notes 
are readily distinguishable from genuine notes 
by the absence of a clear gold-to-green colour 
shift in the Optical Security Device—the shiny 
rectangle in the upper left-hand corner of 
genuine $20, $50, $100, and $1,000 notes. 


Counterfeit Prevention 


Since the introduction of the current note 
series 16 years ago, major technological devel- 
opments in bank note production have made 
it possible to incorporate improved security 
features into paper currency. These advances 
help to enhance security at a time when 
affordable high-resolution colour copiers, 


ink-jet printers, and computer scanners have 
increased the potential for counterfeiting. 
During 2001, the Bank pursued its program 
of research and development in bank note 
technology to strengthen the security of the 
new note series. The security features of this 
series will be subject to periodic evaluation 
and possible upgrades as new counterfeiting 
threats and new solutions emerge. 


One security feature of the $10 denomination 
in the new Canadian Journey series is the group 
of three iridescent maple leaves on the face of 
the note. When a genuine note is tilted, these 
leaves, initially pale and matte in appearance, 
change to a reflective gold colour. Another 
security feature is fluorescence. A genuine note 
does not glow under ultraviolet light, except 
for the following features, which are not visible 
in normal light: 


e the coat of arms and the words “Dix e Ten” 
and “BANK OF CANADA BANQUE DU 
CANADA” glow blue over the portrait; 


e white security fibres that glow red. 


For more information about the security fea- 
tures found on genuine bank notes, telephone 
1-888-513-8212 or visit the Bank’s Web site 
at «www.bankofcanada.ca/banknotes/ 
counterfeit/education. 


The Bank works closely with the Royal 
Canadian Mounted Police (who are respon- 
sible for the enforcement of Canada’s anti- 
counterfeiting laws) to monitor and analyze 
counterfeiting in Canada. This monitoring and 
analysis was instrumental in closing down the 
operation responsible for the rise in counter- 
feit $100 notes. This activity also provides 
valuable input to the Bank’s program of public 
education. 
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Public Education 


The most effective defence against counterfeit- 
ing is an informed public that recognizes the 
security features found on genuine bank notes. 


The Bank runs a public education program 
aimed at increasing awareness of the key secu- 
rity features of genuine bank notes. As part of 
that program, Bank staff made some 300 pre- 
sentations to cash handlers in the retail and 
financial services sectors, to business and civic 
groups, to educational institutions, and to 
law-enforcement agencies during 2001, com- 
pared with approximately 230 during 2000. 


The presentations were complemented by 
media interviews; by the information provid- 
ed directly through the 1-888 telephone line 
and the Bank’s Web site; by the distribution 
of posters, leaflets, training videos, and infor- 
mation kits; and by programs and activities 
offered through the Currency Museum. 


Debra Rohac welcomes a visitor to the Currency Museum, while Colleen Bauman checks out a display. 


d 


International Initiatives 


Counterfeiting is an international threat, and 
demands a coordinated international response. 
Accordingly, the Bank of Canada is actively 
involved in a number of initiatives with other 
central banks, note-issuing authorities, and 
equipment manufacturers and suppliers. These 
activities range from providing a forum for 
the exchange of views on all aspects of the 
design, production, and distribution of bank 
notes to the co-operative development, assess- 
ment, and implementation of bank note tech- 


nology and security. 


One example of such involvement is the 
Central Bank Counterfeit Deterrence Group 
(CBCDG), established in 1993 by the gover- 
nors of the G-10 central banks and chaired 
by a senior officer of the Bank of Canada. 
The group’s main task has been the develop- 


ment of a system to deter computer-based 
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counterfeiting. The CBCDG is now working 
with manufacturers and software developers 
to facilitate adoption of this system. 


Another example of international involve- 
ment is the Currency Developments Advisory 
Group (CDAG), established in 1997 by the 
central banks of Canada, the United States, 
Mexico, and Colombia. This group's primary 
focus is the assessment of alternative materi- 
als that have the potential for enhancing the 
security of bank notes and extending their 
life. CDAG members share their unique skills 
and expertise as well as the results of their 
individual work. 


Supplying Bank Notes 


Under the Bank Note Distribution System 
(BNDS), introduced in 1998, participating 
deposit-taking institutions manage the flow 
of notes between themselves in co-operation 
with the Bank. The Bank is responsible for 
distributing notes when they are first issued, 
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The Bank’s currency detectives 

Staff in the Mutilated Note Service carefully sift through 
charred bank notes. Each year, the Bank is asked to identify, 
for the purpose of reimbursement, the value of notes that have 
been burned, decomposed, torn, shredded, or contaminated. 


maintaining records of its own note invento- 
ries in the system, withdrawing notes when 
they are no longer fit for circulation, and 
overseeing note quality and authenticity. 


The BNDS successfully met the challenges 
presented by the disruptions to air traffic fol- 
lowing the events of 11 September. 
Contingency plans were robust and effectively 
mitigated the risks involved. Users of bank 
notes experienced no shortages. 


In May 2000, the Bank stopped issuing 
$1,000 bank notes and began to withdraw 
them from circulation as part of the federal 
government's fight against money laundering 
and organized crime. During 2001, some 
520,000 $1,000 notes were returned to the 
Bank and destroyed, leaving about 2.3 mil- 
lion $1,000 notes in circulation at year-end. 
Those notes represented less than 0.2 per cent 
of the total number of all notes in circulation 
and about 6 per cent of the value. 


Operating Expenses 


Currency Activities as a Proportion 
of Total Bank Expenses 


Research and development $6.0 million 
Distribution $34.6 million 
ia $25.0 million 





November 2001 Conference on Financial Markets 
speakers (left to right): Richard Lyons, University of California, Berkeley; Asani Sarkar, Federal Reserve Bank of New York; Eli Remolona, Bank for International Settlements 


This function involves two 
major activities: the promotion 
of financial stability and the 
provision of funds-management 
services to the federal govern- 
ment. We are also concerned 


with the efficient and effective 


functioning of financial markets. 





Promoting Financial Stability 


Widespread confidence in financial institutions, 
markets, and clearing and settlement systems 
is essential to support economic activity in 
Canada and abroad. Promoting the safe and 
efficient operation of these key parts of the 
financial system is an important activity of 
central banks and other public sector bodies. 


Clearing and Settlement Systems 
Oversight of Major Systems 


The Bank oversees Canada’s major clearing 
and settlement systems (under the authority 
of the Payment Clearing and Settlement Act). 
Financial institutions use these systems to 
transfer funds or financial assets (such as 
debt, equity, or derivatives) and to discharge 
related payment obligations, either on their 


own behalf or on behalf of their customers. 
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While the Bank oversees these systems prima- 
rily for their safety, it also takes into account 
efficiency concerns. 


In November 2001, the Committee on 
Payment and Settlement Systems 

of the Bank for International 
Settlements and the 

Technical Committee of the 
International Organization 

of Securities Commissions 
released their joint report, 
Recommendations for 

Securities Settlement Systems. 
The report identifies minimum 
standards that securities settlement 

systems should meet. The recommendations 
on the design, operation, and oversight of 
such systems are intended to promote the 
worldwide implementation of measures to 
reduce risks, increase efficiency, and provide 
adequate safeguards for investors. These rec- 
ommendations will be incorporated into the 
Bank’s minimum standards for the securities 
settlement system that it oversees. 


The Bank continues to monitor the work done 


by the Canadian Depository for Securities Ltd. 


to enhance the functionality of the Debt 
Clearing Service (DCS). In the autumn of 
2001, corporate debt was added to the list of 
securities transactions eligible to settle 
through the DCS, and the ability to net repo 
transactions was introduced in January 2002. 
In both cases, the Bank assessed the risk 
implications of these new activities and the 
robustness of the proposed risk-control meas- 
ures, and concluded that any possible sys- 


temic risks were well controlled. 


The Bank remains closely involved in the inter- 
national banking industry initiative to reduce 





and control the risks associated with the 
settlement of foreign exchange transactions. 
The start-up of this arrangement, which is 
being developed by CLS (“Continuous 
Linked Settlement”) Services and 
its subsidiary, the CLS Bank, 
has been delayed, and is 
expected to become opera- 
tional in the second half of 
2002. The Bank is part of a 
group of central banks 
examining the risk-control 
measures proposed by CLS 
Services, and the Bank has the 
primary responsibility to satisfy 
itself that all risks associated with the set- 
tlement of transactions involving the 
Canadian dollar have been appropriately 
addressed. During 2001, the Bank worked 
with the CLS Bank to test the services that the 
Bank of Canada will provide and to develop 
contingency arrangements in the event of sys- 
tem failures. 


gum 


WEAL SY STEMS@2DOES 
THE BANK OVERSEE? 


The Bank of Canada oversees two major 
clearing and settlement systems: the Large 
Value Transfer System (LVTS), which process- 
es approximately $100 billion in payments 
every day, and the Debt Clearing Service 
(DCS), which daily handles about $100 to 
$150 billion of securities transactions (pri- 
marily involving Government of Canada 
bonds and treasury bills as well as money 
market securities). 


PC — 
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Parliament passed the Canadian Payments Act 
in the autumn of 2001, which gives the feder- 
al government the capacity to oversee pay- 
ments systems, including those currently over- 
seen by the Bank of Canada. To minimize any 
duplication or overlap of oversight activities 
and to coordinate work related to payments 
systems, the Bank and the Department of 
Finance have established a payment advisory 
committee. 


Given the critical nature of major clearing and 
settlement systems, the Bank’s oversight activ- 
ities have increasingly focused on operational 
risks in these systems. Operational risks relate 
to potential disruptions because of internal 
systems failures or human error. The year- 
2000 concerns and the 11 September terrorist 
attacks in the United States have highlighted 
the need for sound operational arrangements 
and well-developed contingency plans. The 
Bank annually audits the implementation of 
risk-control arrangements in these systems, 
the nature and testing of backup arrange- 


ments, and system-capacity planning. 


Operational Support for Clearing 


and Settlement Systems 


The provision of accounts at the Bank of 
Canada to settle obligations among partici- 
pants in major clearing and settlement sys- 
tems, the provision of liquidity to system par- 
ticipants, and other central bank services are 
also critical elements of the Bank's contribu- 
tion to the safe and reliable operation of 


these systems. 


On 1 November, the Bank expanded the range 
of securities that it is prepared to accept as 

collateral when providing liquidity in normal 
circumstances through its Standing Liquidity 


Facility. This initiative will reduce costs for 
direct participants in payments systems and 
lessen concerns regarding the adequacy of the 
future supply of government securities for col- 
lateral purposes (see «www.bankofcanada.ca/ 
en/notices_fmd/not221001.htm»). 


In June, the Bank outsourced the platform on 
which the computer applications used to sup- 
port clearing and settlement systems are run. 
This has resulted in improved recovery times in 
the event of system problems and has enhanced 
the Bank’s contingency plans in this area. 


International Financial 
Stability Activities 


In collaboration with the Bank of England, 
the Bank published a paper in November 
that lays out a clear framework for resolving 
international financial crises. The paper, 

The Resolution of International Financial Crises: 
Private Finance and Public Funds, is available 
on the Bank’s Web site. 





FINANCIAL STABILITY 
AND THE BANK 


The Bank’s contribution to financial stabili- 
ty reflects its system-wide perspective and 
draws on its expertise as a monetary 
authority, its ability to create liquidity in the 
form of risk-free claims on the Bank, and 
its knowledge of clearing and settlement 
systems and financial markets. The Bank 
works closely with other federal and 
provincial agencies that contribute to 
financial stability. 
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Action in the Bank’s Trading Room 
Left to right: Alan Andree, lvan Semerdjiev, and Sébastien Guilbault 


The Bank participates in the Financial 
Stability Forum, which in 2001 focused on 
the implications of the global slowdown for 
domestic and international financial systems 
and reviewed such issues as the supervisory 


rea 





THE BANK AND 
FINANCIAL STABILITY 
RESEARCH 


The Bank is intensifying its research into 
financial stability issues, including the exam- 
ination of various arrangements in the 
financial system and their policy implica- 
tions. Examples include assessing models of 
financial contracting, studying the impact 
on market liquidity of the consolidation of 
financial intermediaries, and analyzing the 
evolution of financial market structure. 
Some of this work is being conducted joint 
ly with other research organizations. 





and information-exchange practices of off- 
shore centres, as well as the implementation 
of international standards. In this last area, 
the Bank provided experienced personnel to 
participate in joint missions of the Interna- 
tional Monetary Fund and the World Bank. 
These missions assess the progress of coun- 
tries in adopting international standards and 
codes of conduct. 


The Bank also continued to support and par- 
ticipate in the work of the many committees 
and working groups of the Bank for 
International Settlements, which address a 
wide range of financial stability issues. 


The issues discussed in the G-20 by finance 
ministers and central bank governors are of 
significant importance from the Bank's per- 
spective. These include exchange rate regimes, 
prudent debt management, and the use of 
standards and codes. 


At the November G-20 meetings held in 
Ottawa and chaired by Finance Minister Paul 
Martin, the Bank participated in discussions 
on detecting and preventing the misuse of the 
global financial system by terrorists and ways 
of making the world less vulnerable to finan- 
cial crises. 


Financial Markets 


Financial markets have been experiencing 
important and rapid changes, owing to such 
factors as consolidation among market partici- 
pants, the adoption of new technologies, and 
evolving regulations governing market struc- 
ture and practices. The Bank has increased its 
research in this area and has expanded its 
contacts with other public sector agencies 
interested in the operation and evolution 

of markets. 


The Bank took part in discussions with mar- 
ket participants and securities commissions 
regarding issues associated with the develop- 
ment of alternative electronic trading systems 
in the domestic fixed-income market. The 
Bank drew on its research and practical expe- 
rience in financial markets as well as on the 
specialized experience of a Bank of England 
employee seconded to the Bank to assist in 
this work. 


In November 2001, the Bank held a confer- 
ence entitled “Financial Market Structure and 
Dynamics,” to help improve the understand- 
ing of financial market structures and their 
implications for market liquidity and price 


dynamics. 
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Funds 


In the past year, the Bank’s regular strategic 
review process reaffirmed the importance of 
providing funds-management services to the 
government. With the rapid pace of change in 
financial markets, it was concluded that further 
investment will be needed in financial markets 


expertise and technological infrastructure. 


Advising the Government 
on Its Borrowing Program 


As fiscal agent for the government, the Bank 
advises the government on the management 
of the federal public debt and provides treas- 
ury-management services. The objective of 
debt management continues to be to provide 


stable, low-cost funding to the government.’ 


Debt-management initiatives are developed in 
conjunction with the Department of Finance 


after consultations with market participants. 


1. Link to Debt Management Objectives 
<http://www.fin.gc.ca/dms/dms01_1le.html# 
DebtManagementObjectives> 


The Bank’s Response to 
11 September 


ollowing the terrorist attacks on the United 

Sco] CMO-AliKelM efelal Ciel collate Min-mZelace| 
moved quickly to support the financial system. 
IUit-M sio]n] ake) Oo afo(e (oro) olfol NAORNIUK-Le Milaelarel(el 
market participants and the general public of 
its willingness to take actions to promote a sta- 
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e provided LVTS participants with ready 


access to additional liquidity; 


agreed to extraordinary arrangements 
under which direct participants in the 
Automated Clearing Settlement System 
orol¥] fo inore(-MelieMr-Yo Vo-Mlulefelo la MUTE 


payments positions; 


arranged for a temporary increase (to 
USK KOM oy] Iron) MroMol Ms culate Baycol eM eLell LN 
with the U.S. Federal Reserve to enhance 
the Bank’s capacity to provide short-term 
Us yrolo)| (orm ite (Utol lancom @elutolol elm ece lL comin 
the event, it was not necessary to draw on 


this facility. 


communicated its activities quickly and 


openly to the market and the general public. 


The events of 11 September were a signifi- 
cant test for Canadian financial markets and 
MCLE cim erelaitel Xe lICAMelie Mioumel-relilite Relilo Ri 
tlement arrangements. The financial system 
performed very well, reflecting previous efforts 
to develop robust, timely, and effective contin- 
gency plans, as well as a high degree of ded- 
ication and professionalism on the part of all 


eel aitel] execs 
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UNCLAIMED 
BALANCES 


Chartered banks and federally chartered trust 
and loan companies are required to transfer 
to the Bank of Canada all unclaimed balances 
maintained in Canada in Canadian currency 
that have been inactive for a period of 

ten years. 


To increase public access to information on 
unclaimed balances, the Bank provides a toll- 
free telephone service (1-888-891-6398) 
and an e-mail address at 
ucbalances@bankofcanada.ca. 


There is also a search facility on the Bank’s 
Web site at www.bankofcanada.ca 
where members of the public can find out if 
there is an unclaimed balance to which they 
may be entitled. They will also be told how 
to claim a balance. The public can also 
access information on unclaimed balances 
at any of the Bank’s five regional offices. 
(See page 68 for addresses.) 


During 2001, financial institutions transferred 
$26 million in unclaimed balances to the 
Bank. In addition, the Bank handled more 
than 19,000 general inquiries, completed 
nearly 45,300 searches, and paid a total 

of $8.1 million to satisfy 7,600 claims. 


These have continued to focus on enhancing 
the market for Government of Canada securi- 
ties and improving the government's treasury 
operations in an environment of budget sur- 


pluses and declining debt. 


In 2001, two initiatives were taken to pro- 


mote additional liquidity in the secondary 


market for Government of Canada securities. 
First, the target size for issues of benchmark 
bonds was increased by about 30 per cent for 
10- and 30-year bonds. Second, the bond- 
buyback program, under which the govern- 
ment repurchases existing, less-liquid debt 
issues in exchange for a cash payment to the 
seller of the debt, was used more extensively. 
This allowed the government to maintain the 
level of issuance of benchmark bonds in spite 
of its declining financial requirements. A new 
feature of the program, to be implemented in 
2002, will give investors the opportunity to 
exchange outstanding debt for new issues of 
current benchmark securities. Another debt- 
management initiative launched in 2001 was a 
pilot cash-management buyback program. This 
program aims at smoothing the government's 
cash needs over the year and reducing fluctua- 
tions in the size of the treasury bill program by 
repurchasing selected bonds with a remaining 
term to maturity of less than one year. 


Significant improvements continued to be 
made in the auction services provided to the 
government. New technology and improved 
business processes reduced the time between 
the deadline for the submission of bids and 
the release of the auction results from 30 to 
15 minutes. 


Investing Government Funds 


The Bank manages the investment of the 
government's Canadian-dollar cash balances 
and its foreign exchange reserves. Domestic 
cash balances range between $1 billion and 
$23 billion, typically rising to the upper 
end of this range prior to quarterly principal 
and interest payments. Foreign exchange 
reserves stood at US$34.2 billion, up from 
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US$32.4 billion in 2000 (year-end data). 
Foreign exchange reserves increased princi- 
pally as a result of cross-currency swaps of 
domestic obligations. Foreign exchange 
reserves are held to provide general liquidity 
for the government and to fund exchange 
market intervention. Overall, the net difference 
between the liabilities of the Exchange Fund 
Account and its assets fell to US$4.9 billion 
(on a par value basis) from US$6.5 billion 
last year as a result of U.S.-dollar 

purchases.’ 


Several key initiatives, involving both Bank 
and Department of Finance staff, are under- 
way to improve the investment of the govern- 
ment’s funds. New draft terms and conditions 
for Receiver General Auctions of Canadian- 
dollar-denominated funds were published for 
comment in August 2001 and included revi- 
sions based on the comments on an earlier 
discussion paper. These rules will broaden 
participation in auctions and lower credit risk 
for the government, because a significant pro- 
portion of the investments will be collateral- 
ized. The new framework is expected to be 
ready in 2002. Research also began on refin- 
ing the measurement of the cost of foreign 
exchange reserves in order to better assess the 
financial performance of the Exchange Fund 
Account. The results of this work will be 
implemented in 2002 when the Bank installs 
a new trading, portfolio-management, risk- 
management, and accounting system for the 
Account. Finally, 2001 saw the start of a pro- 
gram to improve the management of the 
operational risk related to funds management. 


2. Link to Exchange Fund Report 
<http://www.fin.gc.ca/efa/efa2000_1le.html#Gap> 


Banking Agent for the Government 


Government of Canada receipts and payments 
transferred through Canadian financial insti- 
tutions are forwarded to the Bank of Canada 
for settlement. While large in value, the num- 
ber of items processed by the Bank is very 
low, because financial institutions consolidate 
the individual payment items and forward 
them to the Bank for bulk settlement. These 
settlement payments are channelled through 
the Canadian Payments Association’s (CPA) 
LVTS, which is also used by the federal gov- 
ernment to make most of its large payments. 


Working with the federal government and the 
CPA, the Bank is involved in several initiatives 
to further improve the efficiency of processing 
government payments and deposits. For 
example, a more secure Web-based system for 
submitting payments from financial institu- 
tions to the Bank was introduced in 2001 as a 
pilot project. It will be made available to all 
financial institutions in 2002. 


Operating Expenses 


Central Banking Services Activities as a 
Proportion of Total Bank Expenses 








[ Funds management $19.9 million 


Financial stability $11.2 million 
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As the government's fiscal agent, 
the Bank is responsible for pro- 
viding advice and operations- 
and systems-support services 

for the retail debt program. 

The program is directed by the 
Department of Finance through 


its agency, Canada Investment 





and Savings, which determines 
the products to be offered, the 
interest rates to be paid, and 
strategies for sales and marketing. 


Under the retail debt program, the govern- 
ment issues traditional Canada Savings Bonds 
(CSBs), which are redeemable at any time, 
and Canada Premium Bonds (CPBs), which 
offer a higher interest rate at the time of issue 
than CSBs but are redeemable only annually. 
Bonds are available through a network of 
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sales agents, as well as organizations sponsor- Operating Expenses 
ing the Payroll Savings Program, and through w 8 ie 


direct sales by telephone or via the Internet. Retail Debt Activities as a Proportion 
of Total Bank Expenses 


In 2001, a milestone in retail debt services 
was achieved as the Bank outsourced the 
operations and systems support to a private 
sector firm, EDS Canada Inc. An integral part 
of this outsourcing was the transfer of about 
430 of the Bank’s staff, including consultants 
and contract employees, to EDS effective 

1 September 2001. 


The contract with EDS was the result of a rig- 





orous, year-long competitive process to select 


Employer channel I 


a private sector partner from among several $28.6 million 
Direct sales channel $1.1 million 


leading outsourcing companies. This arrange- 
ment will ensure more flexible and cost-effec- Sole oe anaes 7 milion 
tive “back-office” services for the retail debt 
program. The contract stipulates detailed serv- 
ice levels that EDS must meet to ensure that 
bondholders continue to receive the same 
high level of service. In line with this initia- 
tive, the Bank has established a new depart- 
ment, the Debt Administration Office, to 
oversee the contract. The Bank remains fully 
accountable for bondholder records and debt 


accounting, as well as customer service. 


This major change involves a one-time charge 
to the retail debt program of $23.2 million, 
for which the government will reimburse the 
Bank. This amount will be more than recap- 
tured from the annual operational savings that 
will be achieved over the life of the contract. 
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REE SV CERN: UE 
AND EXPENSES 





Revenue from Investments 


Total revenue from investments was $2.1 billion in 2001, an increase 
of 1.8 per cent over 2000. The main source of revenue is interest 
earned on holdings of federal government securities, financed prima- 
tily by the bank notes issued by the Bank. Net revenue paid to the 
Government of Canada in 2001 was $2.0 billion. 


Net revenue is not a good indicator of the Bank’s management 
performance. The Bank deals in financial markets to achieve policy 
goals, not to maximize its revenues, and these revenues are highly 
dependent on interest rates. For these reasons, the level of operating 
expenses is a better indicator of the Bank’s stewardship of public 


resources. 


Operating Expenses 
Monetary Policy, Currency, and Central Banking Services 


Over the past several years, activities involving the Bank’s main 
functions—monetary policy, currency, and central banking services 
—have been reviewed to focus more sharply on the Bank’s role as a 
public policy organization, the needs of its clients, and the efficiency 
and effectiveness of its operations. From 1994 to 2000, operating 
expenses in each of these areas were successively reduced, with the 
exception of 1999, when additional expenditures were incurred in 
preparation for the year-2000 changeover. The overall downward 


trend for this period was reversed in 2001 in response to new demands. 


Operating expenses in monetary policy rose by $4.6 million to 
$43.4 million in 2001 as more resources were assigned to support 
new initiatives in formulating, implementing, and communicating 


monetary policy. 


[47] 
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Operating Expenses 
Monetary policy, currency, and central banking services 
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Expenses in currency operations reached 

$65.6 million in 2001, an increase of 

$17.1 million over 2000. This increase mainly 
reflects a gradual return to a more normal level 
of bank note production following the year- 
2000 inventory buildup in 1999 and the result- 
ing low level of bank note production in 2000. 


Expenses in central banking services remained 
fairly constant in 2001 at $31.1 million. Cost 
reductions in the area of wholesale debt man- 
agement have offset the increases in other 


programs. 


In 2002, operating expenses for the Bank’s 
three main functions are expected to increase. 
The continued return to normal levels of 
bank note production, higher production 
costs for the new, more secure, series of bank 
notes, additional staff to undertake new work 
on strategic priorities, the implementation of 
a comprehensive disaster-recovery plan for 
the Bank’s mainframe, and various other 
automation initiatives will account for most 


of the increase. 





Retail Debt 


The Bank has provided “back-office” services 
to Canada Investment and Savings—the 
agency of the Department of Finance respon- 
sible for the government's retail debt pro- 
gram—since the agency’s inception in 1996. 
After reaching a level of $75.6 million in 
2000, expenses decreased by $2.0 million in 
2001 to $73.6 million. This reduction results 
from the streamlining of retail debt operations 
in preparation for the outsourcing in 
September 2001. 


Intensive preparations for the transfer of retail 
debt operations to EDS Canada Inc. (EDS) 
took place from mid-2000 to the end of the 
third quarter of 2001 and resulted in a one- 
time cost of $23.2 million. This non-recurring 
expense will be more than offset by the sav- 
ings that will be realized over future years. 


All the expenditures required to support the 
retail debt program as well as those incurred 
for the outsourcing of operations to EDS are 
recovered from the federal government. 


Operating Expenses 
Retail debt services 
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Corporate Services Restructuring 


The restructuring of corporate services, which 
is currently underway, is aimed at creating an 
integrated approach to corporate services in 
order to deliver these services cost-effectively 
and efficiently to a smaller Bank. Various 
restructuring options were analyzed in 2001, 
and the restructuring program is scheduled 
for completion in 2003. Total outlays are 
expected to amount to approximately 

$27 million. 


Salaries 


The objective of the Bank’s compensation 
strategy is to offer a market-competitive total 
compensation program. The program 
includes base pay, re-earnable performance 
pay, flexible benefits, and recognition awards. 


The Bank’s total salary expenses in 2001 
decreased by over 11 per cent from 2000 lev- 
els. The outsourcing of retail debt operations 
in the last quarter of 2001 resulted in the 
transfer of about 430 employees to EDS. In 
addition, fewer contract resources were 
required in 2001 to support the Bank’s busi- 
ness lines, since low-priority initiatives within 
corporate services were delayed or postponed 
during the outsourcing process. 


Salary expenditures are expected to decrease 
further in 2002, as the full impact of the out- 
sourcing of retail debt operations and the 
restructuring of corporate services are felt. 


Salary Expenses 
Monetary policy, currency, central banking 
services, and retail debt services 


S millions 
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FINANCIAL REPORTING RESPONSIBILITY 





The accompanying financial statements of the Bank of Canada have been prepared by management 
in accordance with Canadian generally accepted accounting principles. The integrity and objec- 
tivity of the data in these financial statements are management's responsibility. Management 

is responsible for ensuring that all information in the Annual Report is consistent with the 
financial statements. 


In support of its responsibility, management maintains financial and management control 
systems and practices to provide reasonable assurance that the financial information is reliable, 
that the assets are safeguarded, and that the operations are carried out effectively. The Bank has 
an internal Audit Department, whose functions include reviewing internal controls and their 
application on an ongoing basis. 


The Board of Directors is responsible for ensuring that management fulfills its responsibilities 
for financial reporting and internal control and exercises this responsibility through the Audit 
Committee of the Board. The Audit Committee reviews the Bank's annual financial statements and 
recommends their approval by the Board of Directors. The Audit Committee meets with man- 
agement, the internal auditor, and the Bank’s external auditors appointed by Order-in-Council. 


These financial statements have been audited by the Bank’s external auditors, Raymond Chabot 
Grant Thornton, General Partnership and Arthur Andersen LLP, and their report is presented herein. 


DW Me 


- Dodge, Govern D.W. MacDonald, Chief Administrative Officer 





Ottawa, Canada 
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AUDITORS OF THE BANK OF CANADA 
VERIFICATEURS DE LA BANQUE DU CANADA 


AUDITORS’ REPORT 


To the Minister of Finance, registered shareholder of the Bank of Canada 


We have audited the balance sheet of the Bank of Canada as at 31 December 2001 and the 
statement of revenue and expense for the year then ended. These financial statements are the 
responsibility of the Bank’s management. Our responsibility is to express an opinion on these 
financial statements based on our audit. 


We conducted our audit in accordance with Canadian generally accepted auditing standards. 
Those standards require that we plan and perform an audit to obtain reasonable assurance 
whether the financial statements are free of material misstatement. An audit includes examin- 
ing, on a test basis, evidence supporting the amounts and disclosures in the financial state- 
ments. An audit also includes assessing the accounting principles used and significant estimates 
made by management, as well as evaluating the overall financial statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the financial 
position of the Bank as at 31 December 2001 and the results of its operations for the year then 
ended in accordance with Canadian generally accepted accounting principles. 


The financial statements as at 31 December 2000 and for the year then ended were audited by 
Caron Bélanger Ernst & Young and Raymond Chabot Grant Thornton, General Partnership, 
who expressed an opinion without reservation in their report dated 16 January 2001. 


Jorg Chabert Grant Thaewtmn Asi sola tees 


RAYMOND CHABOT GRANT THORNTON ARTHUR ANDERSEN LLP 
General Partnership 
Chartered Accountants Chartered Accountants 


Ottawa, Canada 
18 January 2002 
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BANK OF CANADA 


STATEMENT OF REVENUE AND EXPENSE 
Year ended 31 December 2001 





2001 2000 

REVENUE Millions of dollars 
Revenue from investments, net of interest paid 

on deposits, of $23:2 million ($42.8 million iff 2000) 2222. ...cc0 ccc aevsesdeosseconentsaonetes 2,149.2 DAO 





EXPENSE by function (notes 1 and 3) 








IMOmetali yg OlUCyemenee nies seen erase eter see ee eng tan Caen cere ude share racte ee cece eater Tene eraciae ae ee 43.4 38.8 
( UTA REINE } cocterstesactacbe dar Gnobo" 00de nando cacoeSH OD SABC EAANEL/pOE RON T#se0900 >3pendaconoa0G! aneC0oor BE cosAdECodDE cobedachiotengG: 65.6 48.5 
Gentrali barking SERVICES emer cece cate a sos ta hence ge Mott ssn (Tey saten suena eh aCunse eadaotees 31.1 Biles 
140.1 118.6 
Re Catlid eDtselvices =X PEN SES weenie ete eee Nes aac a tre Sens oeee ere ee Sema aaenor 73.6 75.6 
Retail debtisetvices — outsourcing costs: (Mote Tl) rc vacce cu. tnemaessceadatiants snaasctepaesneednees 23.2 - 
Retailidebtiservices:— TeCOVelleStme rt cates eee stra re srice were ney cte isabs hs ead esaceres secs rosea (96.8) (75.6) 
140.1 118.6 


OTHER EXPENSE 
REStISICIUNIIIE GOSTS (OTE LIfe cee ic stance arene eaten an sipeuet argemncmnera res Teeseere ene ers 28.7 - 





168.8 118.6 





NET REVENUE PAID TO 
RECEIVER GENERAL FOR CANADA ooo este tees ce neneseeeeneneees 1,980.4 1,992.4 








(See accompanying notes to the financial statements.) 
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BALANCE SHEET 
As at 31 December 2001 


ASSETS 


Deposits in foreign currencies 


UES scdolbarsien.eeg: eter oe ecreeee ter aster ee 


Advances to members of the Canadian 


Payments Association .................0.ccceccceeeeeeees 


Investments (note 4) 


‘Treasury billsof Canada’ ext. nc dl serach 


Other securities issued or guaranteed by 


Canada maturing within three years ........... 


Other securities issued or guaranteed by 


Canada not maturing within three years ..... 
Other bill sit Sree ear 


Bank premises (note 5) ........cccceeeceeseteeeetes 


Other assets 


Securities purchased under resale agreements 


Allotherassets, (n@te.o) tase a eset 


2001 


2000 





Millions of dollars 


647.5 


41,804.5 


742.0 
4.9 


746.9 


95273 


9,134.7 


8,342.5 


15,293.8 
1,666.7 
1,500.3 


35,938.0 


162.8 


3 Deo 
390.6 


1,748.1 
39,548.1 








(See accompanying notes to the financial statements.) 
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LIABILITIES AND CAPITAL 2001 2000 
Millions of dollars 
MCAD ACAT DANG St) VIOLET ee crept eee aon Sees oto segs ne Rene Seemecead ee tanneeeet nuns ahooe 5.0 5.0 
JUSS eA TH PUM ee eee a eres ee a iP ENP AE PNP aes RR Ltn rer Cee rr 25.0 25.0 
Banksmotessim cir ctrl atin yor esc oo eee ea a See SRG UTEU Ee Ses nde nda obo onaae sgetasee’ 38,820.6 36; 7/>sS 
Deposits 
Governinent«ote Gama daverneer se eer e eee een eae cece reece eee trash eree ee oaee Ca aceseesese 1,005.2 16.1 
IBEWOT Gy cage pak aeoctin eee cboae abou Ein oosee scseeonc aan oaseC Ine ai SE GBERSaE ROR i Adc Oba ero hon iScecHeo Bona coacaunar acca ecrcn 1,307.1 1,669.2 
Other members of the Canadian 
PAVAN NNES ASSOCIALI OI 20 xno h ocr oat esctcznesy sen cnsnzs arta -ceas cbyrbapyas ssehephts <adanboeanbapt-cahttagnsas-ocrors 23.8 101.8 
CHET GODOSIES ee, ctee cx) Sect eicee a ewe et I sears Barone eee temonas esndesh ameter Panseote ay eones eee? 289.6 267.0 





2,625.7 2,054.1 


Liabilities in foreign currencies 


@overntnentrot Ganad aires ees sce eect aeree ee ce nena ane ec eee rer Mav aeie annua aan 224.6 584.4 


Other liabilities 
Securities Sold ander. repurchase agreements oieec. <-.--n.-cuieesedsaessesaraste sree ccdtes denesdeondoneiess - - 


Alo therilia bilities seers. sacr or ee reer rec eae waeeseoeeteaes eu sae en tea eee hae toeon nate stoma eaasctn ests 103.6 104.3 
103.6 104.3 


41,804.5 39,548.1 





.AYDodge, Governo S. Vokey, CA, Chfipf Accountant 


On behalf of the Board 





nthier, CM, FCA, Chait, Audit Committee H.H- MatKay, QC, Lead Director 





(See accompanying notes to the financial statements.) 
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BANK OF CANADA 


NOTES TO THE FINANCIAL STATEMENTS ts 


Year ended 31 December 2001 


Bank functions 


The Bank of Canada’s primary responsibilities are set out in the Bank of Canada Act 
and can be grouped into four broad functions, which are described below. Expenses in 
the Statement of revenue and expense are reported on the basis of these four corporate 
functions. 


Monetary policy 


The goal of monetary policy is to contribute to solid economic performance and rising 
living standards for Canadians by keeping inflation low, stable, and predictable. 


Currency 


The Bank issues Canada’s bank notes and is responsible for note design (including 
anti-counterfeiting features), the distribution of new notes, and the replacement of 


worn notes. 
Central banking services 


This function involves two major activities: the promotion of financial stability and 
the provision of efficient funds-management services to the federal government. 


Retail debt services 


The Bank is responsible for ensuring that all holders of Canada Savings Bonds and 
Canada Premium Bonds have their information registered and their accounts serviced 
through efficient operations and systems support. The Bank recovers the cost of retail 
debt operations on a full-cost basis. 


Significant accounting policies 


The financial statements of the Bank are in accordance with Canadian generally accepted 
accounting principles and conform to the disclosure and accounting requirements of the 
Bank of Canada Act and the Bank’s bylaws. A Statement of cash flows has not been pre- 
pared as the liquidity and cash position of the Bank are not of primary concern to users 
of these financial statements. Other information regarding the Bank’s activities may be 
derived from the Statement of revenue and expense and the Balance sheet. 
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The significant accounting policies of the Bank are: 
a) Accounting estimates 


The preparation of financial statements in accordance with Canadian generally accepted 
accounting principles requires management to make estimates and assumptions that 
affect the amounts recorded in the financial statements and notes to financial statements. 
These estimates are based on management's best knowledge of current events and actions 
that the Bank may undertake in the future. Actual results may differ from those estimates. 


b) Revenues and expenses 
Revenues and expenses are accounted for on the accrual basis. 
c) Employee benefit plans 


The Bank sponsors a number of defined benefit plans that provide pension and other 
post-retirement and post-employment benefits to most of its employees. The Bank 

accrues its obligations under these benefit plans and the related costs, net of plan assets. 
The costs of the plans are actuarially determined using the projected benefit method to 
determine the current service costs. Past service costs resulting from plan amendments, 
and the transitional balances are amortized on a straight-line basis over the average 
remaining service period of active plan members (12 years). The excess of the net actuar- 
ial gain (loss) over 10 per cent of the greater of the benefit obligation and the fair value of 
plan assets is amortized over the average remaining service period of active plan members 
(12 years). For the purpose of calculating the expected return on plan assets, assets are 


valued at fair value. 


Changes resulting from adoption as at 1 January 2000 of the new accounting standards 
for employee benefits have been applied on a prospective basis. 


d) Translation of foreign currencies 


Assets and liabilities in foreign currencies are translated to Canadian dollars at the rates 
of exchange prevailing at year-end. Foreign currency assets held under short-term foreign 
currency swap arrangements with the Exchange Fund Account of the Government of 
Canada, as described in note 10(b), are converted to Canadian dollars at the contracted 
rates. Gains and losses from translation of, and transactions in, foreign currencies are 


included in revenue. 
e) Advances 


Advances to members of the Canadian Payments Association are liquidity loans that 

are fully collateralized and generally overnight in duration. The Bank charges interest 

on advances under the Large Value Transfer System LVTS at the Bank Rate. For advances 
under the Automated Clearing Settlement System ACSS, the Bank charges the Bank Rate plus 
a margin, which was 150 basis points at 31 December 2001 (150 basis points in 2000). 
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f) Investments 


Investments, consisting mainly of Government of Canada treasury bills and bonds, 

are recorded at cost and are adjusted for amortization of purchase discounts and pre- 
miums using the constant yield method for treasury bills and bankers’ acceptances and 
the straight-line method for bonds. The amortization, as well as gains and losses on 
disposition, are included in revenue. 


g) Bank premises 


Bank premises, consisting of land, buildings, computer hardware/software, and other 
equipment, are recorded at cost less accumulated depreciation. Computer software is 
capitalized only when its cost exceeds $2 million. Depreciation is calculated using the 
straight-line method and is applied over the estimated useful lives of the assets, as 
shown below. 





Buildings 25 to 40 years 
Computer hardware/software ' 3 to 7 years 
Other equipment 5 to 15 years 





h) Special purchase and resale agreements (SPRAs) 


SPRAs are repo-type transactions in which the Bank offers to purchase Government of 
Canada securities from designated counterparties with an agreement to sell them back 
at a predetermined price on the agreed resale date, generally the next business day. The 
Bank is prepared to enter into SPRAs at the policy target rate, defined as the midpoint 
of the operating band for the overnight interest rate (i.e., 25 basis points below the Bank 
Rate), if overnight funds are generally trading above the indicated target level. SPRAs are 
transacted with primary dealers, a subgroup of government securities distributors that 
have reached a threshold level of activity in the Government of Canada debt markets. 


The balance sheet category Securities purchased under resale agreements represents the value 
receivable by the Bank. As such, this amount includes the purchase of treasury bills and 
bonds, the purchase of accrued interest on bonds, and the interest earned by the Bank. 
The treasury bills and bonds purchased under resale agreements are not recorded 

as investment assets. 


i) Deposits 


The liabilities within this category are Canadian dollar demand deposits. For members 

of the Canadian Payments Association, the Bank pays interest on positive balances 
associated with the LVTS at the lower end of the operating band for the overnight interest 
rate (50 basis points below the Bank Rate), and on positive balances related to the ACSS 
at the lower end of the operating band for the overnight interest rate less a margin, which 
was 150 basis points at 31 December 2001 (150 basis points in 2000). On Special 
Deposit Accounts, which serve as collateral for LVTS participants, the Bank Pays interest 

at the published overnight rate less a margin, which was 6.25 basis points at 31 December 
2001 (6.25 basis points in 2000). 
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j) Sale and repurchase agreements (SRAs) 


SRAs are reverse repo-type transactions in which the Bank offers to sell Government of 
Canada securities to designated counterparties with an agreement to buy them back at a pre- 
determined price the next business day. The Bank is prepared to enter into SRAs at the policy 
target rate, defined as the midpoint of the operating band for the overnight interest rate (i.e., 
25 basis points below the Bank Rate), if overnight funds are generally trading below the 
indicated target level. SRAs are transacted with primary dealers, a subgroup of government 
securities distributors that have reached a threshold level of activity in the Government of 
Canada debt markets. 


The balance sheet category Securities sold under repurchase agreements represents the value 
payable by the Bank. As such, this amount includes the sale of treasury bills and bonds, the 
sale of accrued interest on bonds, and the interest owed by the Bank. The treasury bills and 
bonds sold under repurchase agreements continue to be recorded 

as investment assets. 


k) Insurance 


The Bank does not insure against direct risks of loss to the Bank, except for potential 
liabilities to third parties and where there are legal or contractual obligations to carry insur- 
ance. Any costs arising from these risks are recorded in the accounts at the time 

they can be reasonably estimated. 


Expense by classes of expenditure 
2001 2000 


Millions of dollars 














SALAS eee ee rere eee Sane eee eersee canta ctensee ences ieeapscatoshsasncsuensrnawcataraen 83.4 93.6 
Benefits and other staff expemses............scccesssseseeseeeeseeseteesenececsensensesssesseeassesseneenenes 13.8 1527 
CUITENCY COSTS .......sessssesessssessssesessecnscnseeecsenesrssssccssnssrersessnensnsensassseceessenserentenesensenens 24.6 10.0 
PLEMISES MAINTEMANCE ........ccccseccsccsecsenccnnceeseiscescsensdenesescctegeccseceacesereeesensenssensonscenns 18.9 18.5 
Services and SUPPlies ...........ssscsssesecsseeseeeseneesenseesessesssnseessaseneasseesenenensensocenessncessscees 54.3 36.9 
Depreciation .........-ssscsssssscssessesssssssenecnsnessonsessnssssncneensnsnudescnengeopescnscscscqverssacessasessnseeas 26.3 26.0 
221.3 200.7 
OUtSOUFCING COSTS ..........scecsesssesssesessesseceessrenensseerecenestecnsnensnenenensarsnnteserssnenenensaenesensns 23.2 - 
Recoveries 
Retail debt SCLVICCS--cccceccacove+-sndeeocsostacoscess-atsacgueserusezseeecsterecsreetesrecnssosenssnesensecentcns: (96.8) (75.6) 
OEE Ta re ae eRe eae eee ps cone seatrree ra ones canederaesanereern tans (7.6) (6.5) 
140.1 118.6 
Restructuring COStS .........scssccessesessseensercesscnsresnescnseesnenscssneceenenenseasvasssorsencnnenancnscsseses tes 28.7 Pas 
SLC Eel ean Sara Sane ep cus fea sug asiem ene nesuretnsae stew rons (s caananuneta tua ranosossFoze27e*raa 168.8 118.6 














Certain comparative figures have been reclassified to conform with the presentation adopted 


in the current year. 


Recoveries represent the fees charged by the Bank for a variety of services. Retail debt 


services recoveries for 2001 include outsourcing costs. 
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Investments 


This category includes Government of Canada treasury bills and bonds as well as other 
investments, which are held under short-term foreign currency swap arrangements with 
the Exchange Fund Account of the Government of Canada as described in note 10(b). 


The Bank typically holds its investments in treasury bills and bonds until maturity. The 
amortized book values of these investments approximate their par values. At year-end, 
the average yield on the Bank’s holdings of treasury bills, which average three months to 
maturity, was 3.3 per cent (5.8 per cent in 2000). The average yield for bonds maturing 
within three years was 6.0 per cent (6.4 per cent in 2000), and for those maturing in over 
three years it was 6.3 per cent (6.5 per cent in 2000). The average yield for other bills, 
which average less than one month to maturity, was 2.3 per cent (5.8 per cent in 2000). 
The total fair value of investments is $40,385.6 million ($37,198.9 million in 2000). 


Bank premises 


2001 2000 
Millions of dollars 





























Accumulated Net book Accumulated Net book 
Cost depreciation value Cost depreciation value 
Land and buildings 167.5 74.9 92.6 168.0 GES 96.1 
Computer hardware/ 
software 57.0 37.4 19.6 63.0 BaD. 25.8 
Other equipment 139.4 102.4 37.0 139.0 98.1 40.9 
363.9 214.7 149.2 370.0 207.2 162.8 


























All other assets 


This category includes accrued interest on investments of $279.0 million 
($305.1 million in 2000). 


Capital paid up 


The authorized capital of the Bank is $5.0 million divided into 100,000 shares with a par 
value of $50 each. The shares are fully paid and, in accordance with the Bank of Canada 
Act, have been issued to the Minister of Finance, who is holding them on behalf of the 
Government of Canada. 


Rest fund 


The rest fund was established in accordance with the Bank of Canada Act and represents 
the general reserve of the Bank. The rest fund was accumulated out of net revenue until it 
reached the stipulated maximum amount of $25.0 million in 1955. 


bs 
b 

J 
= 
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Employee benefit plans 


The Bank sponsors a number of defined benefit plans that provide pension and other 
post-retirement and post-employment benefits to most of its employees. The following 
table provides information about these plans. 


























Pension benefit plan Other benefit plans 
2001 2000 2001 2000 
Millions of dollars Millions of dollars 
For the year 
Bank contributions 2.0 1.4 5.7 2.6 
Employees’ contributions 0.4 0.3 0.0 0.0 
Benefits paid 20.8 19.8 5.7 2.6 
Benefit plan expense (revenue) (15.1) (12.3) 14.7 11.8 
Curtailment loss - - 8.9 - 
Pension benefit plan Other benefit plans 
2001 2000 2001 2000 
Millions of dollars Millions of dollars 
As at 31 December 
Accrued benefit obligation 486.4 444.2 87.4 88.6 
Fair value of plan assets 632.6 657.8 0.0 0.0 
Funded status-plan surplus (deficit) 146.2 213.6 (87.4) (88.6) 
Accrued benefit asset (liability) 55.6 39.0 (41.0) (23.1) 


The significant actuarial assumptions (weighted averages as of 31 December) used in 
calculating the accrued benefit obligations are as follows. 








Pension benefit plan Other benefit plans 

2001 2000 2001 2000 

Discount rates 5.75% 6.11% 5.99% 6.05% 
Expected rates of return on plan 

assets for the year 5.70% 6.06% N/A N/A 

Rate of compensation increase 3.00% 3.00% 3.00% 3.00% 

+ merit + merit + merit + merit 


Interest rates for Government of Canada marketable bonds are used. These rates are dif- 


ferent than those employed by the Bank for funding valuations of the pension benefit plan. 


For measurement purposes, a 9.0 per cent annual rate of increase in the per capita cost 
of covered hospital and drug benefits was assumed. The rate was assumed to decrease 
gradually to 4.5 per cent over 10 years and remain at that level thereafter. The per capita 


cost of other health care benefits was assumed to increase at 3.0 per cent per annum. 
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10. Commitments 
a) Operations 


The Bank has entered into a long-term support agreement for retail debt services, expiring 
in 2011, that calls for fixed payments totalling $136.7 million and a variable component 
based on the volume of transactions. The Bank recovers the cost of retail debt services 
from the Canada Investment and Savings Agency. 


Commitments related to other support services are $9.7 million over the next three years. 
b) Foreign currency contracts 


In the ordinary course of business, the Bank enters into commitments involving the 
purchase and sale of foreign currencies. In particular, the Bank enters into short-term 
foreign currency swap arrangements with the Exchange Fund Account (EFA) of the 
Government of Canada as part of its cash-management operations within the Canadian 
banking system. These transactions, which are made with the concurrence of the Minister 
of Finance under a standing authority, involve the temporary acquisition by the Bank of 
foreign currency investments from the EFA. These investments are paid for in Canadian 
dollars at the prevailing exchange rate with a commitment to reverse the transaction at 
the same rate of exchange at a future date. The fair values of these investments are not 
materially different from their book values. At year-end, there were no investments held 
by the Bank under this arrangement. At the end of 2000, the average yield for these 
investments was 6.1 per cent. 


As well, the Bank is a participant in two foreign currency swap facilities with foreign 
central banks. The first, amounting to US$2 billion, is with the U.S. Federal Reserve. 
The second, amounting to Can$1 billion, is with the Banco de México. There were 
no drawings under either facility in 2001 or 2000. 


All commitments outstanding at 31 December are settled in the subsequent year. 
A summary of these outstanding commitments follows. 


2001 2000 
Millions of dollars 





Foreign currency contracts — purchases 165.4 133.0 


- sales 165.4 1,654.5 


At 31 December 2001, there were no outstanding foreign currency contracts included in 
sale commitments ($1,521.5 million in 2000) under swap arrangements with the EFA. 
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c) Investment contracts 


In the ordinary course of business, the Bank enters into commitments involving the 
purchase and sale of securities. All commitments outstanding at 31 December are settled 
in the subsequent year. A summary of these outstanding commitments follows. 


2001 2000 
Millions of dollars 





Investment contracts — purchases - - 


— sales 1,411.1 1,358.3 


Outstanding sale investment contracts of $1,411.1 million, at an interest rate of 
2.25 per cent under special purchase and resale agreements, were settled by 
8 January 2002 ($1,358.3 at the end of 2000 at an interest rate of 5.75 per cent). 


Retail debt outsourcing and corporate services restructuring 


In 2000, the Bank launched a major initiative to investigate options for the appropriate 
arrangements to provide operations and systems support for the federal government's 
retail debt program. As a result of its studies, the Bank began a process to outsource sup- 
port for the program to a private sector supplier, while maintaining its role as fiscal agent 
for retail debt. In 2001, the Bank signed a contract with EDS Canada for the provision of 
operations and systems support. The contract is for a term of 9.5 years and commenced 

1 September 2001. Under the contract, Bank staff joined EDS in its Ottawa offices. The 
total one-time cost of outsourcing associated with this initiative was $23.2 million, all 

of which is recoverable from the Canada Investment and Savings Agency of the federal 


government. 


With the outsourcing initiative completed, the Bank has undertaken to restructure its 
corporate services to align them with the needs of a smaller organization. This restruc- 
turing program is scheduled for completion in 2003. The cost of restructuring in 2001 is 
$28.7 million, which includes an accrual of $5.8 million for staff redundancies expected 
in 2002, as well as a curtailment loss from post-retirement benefits (note 9). 
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FOR FURTHER 
INFORMATION ABOUT THE 
BANK OF CANADA 


PUBLICATIONS 
Monetary Policy Report and Update 


A detailed summary of the Bank’s policies and strate- 
gies, as well as a look at the current economic climate 
and its implications for inflation. Report published in 
April and October; Update published in January and 
July. Without charge. 


Bank of Canada Review 


A quarterly publication that contains economic com- 
mentary and feature articles. By subscription. 


Bank of Canada Banking 
and Financial Statistics 


A comprehensive package of Canadian data. 
Published monthly. By subscription. 


Weekly Financial Statistics 


A 20-page package of banking and money market 
statistics. By subscription. 


INTERNET 


http://www.bankofcanada.ca 

Provides timely access to press releases, speeches by 
the Governor, most of our major publications, and 
current financial data. 


PUBLIC INFORMATION 


For general information on the role and functions 
of the Bank, contact our Public Information office. 


Telephone: 1-800-303-1282 
Fax: (613) 782-7713 


For information on unclaimed balances 


Telephone: esisismshamrosizs! 
Fax: (613) 782-7802 
E-mail: ucbalances@bankofcanada.ca 


For information about these and other 
publications, contact: 


Publications Distribution, 
234 Wellington Street, Ottawa, KIA 0G9 
Telephone: (613) 782-8248 


E-mail: publications@bankofcanada.ca 
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150 King Street West, 20th Floor, Suite 2000 
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Lorraine Laviolette, Senior Regional Representative (Operations) 
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